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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

RUVE, Judge: Respondent determ ned deficiencies in
petitioner's Federal incone taxes and additions to tax as

foll ows:

Addi tions to Tax
Year Deficiency Sec. 6653(a)(1l) Sec. 6653(a)(2) Sec. 6661

1983 $2, 330, 687 - - - - - -
1984 64,870,674 $3, 243,534 50% of the $11, 280, 731
i nt erest due
on $45, 122, 925

Respondent al so determ ned that petitioner is |iable for

i ncreased interest pursuant to section 6621(c)! on the portion of
the 1984 deficiency attributable to respondent’'s determ nation

t hat excess val ue charges are includable in petitioner's incone.

After concessions,? the issues for decision are:

'Unl ess otherwi se indicated, all section references are to
the Internal Revenue Code in effect for the years in issue, and
all Rule references are to the Tax Court Rules of Practice and
Pr ocedur e.

’Respondent concedes that $8,855,121 of incone earned on
funds invested by Overseas Partners, Ltd. (OPL), is not inconme to
petitioner pursuant to sec. 482. Respondent determned that if
petitioner nust include excess val ue charges in gross incone,
petitioner is entitled to a correspondi ng deducti on of
$32,543,889 for shippers' clains.

Respondent concedes that $325,740 of the $1.2 million paid
Li berty Mutual Insurance G oup (Liberty Miutual) for clains
adj ust ment services is deductible. Respondent further concedes
t he deductibility of $50,000 paid by petitioner to Liberty Mitual
for the retained layer of liability for | osses above $250, 000.
These concessions reduce the anount of the deduction at issue
(conti nued. ..)
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(1) Wether anounts collected by petitioner as "excess
val ue charges" (EVC s)2® fromits custoners nmust be included in
gross incone in 1984 pursuant to section 61. W hold that EVC s
nust be included in petitioner's incone.*

(2) \Wether petitioner is entitled to deductions under
section 162 for any anounts paid to National Union Fire Insurance
Co. of Pittsburgh, Pennsylvania (NUF). W hold that petitioner
is not entitled to those deducti ons.

(3) \Whether respondent properly disallowed petitioner's
deduction of $11,151,675 paid to Liberty Mitual |nsurance G oup
(Liberty Mutual) as California workers' conpensation prem uns.
We hold that the deduction is allowable.

(4) \Whether petitioner is liable for an addition to tax

pursuant to section 6653(a)(1) and (2) for negligence or

2(...continued)
with respect to the Liberty Mitual policy to $11, 151, 675.

In the notice of deficiency, respondent disallowed sec. 38
investnment tax credits of $1.6 mllion and $19, 006, 175 reported
by petitioner in 1983 and 1984, respectively. On Sept. 15, 1997,
the parties filed a Joint Motion to Sever, requesting that the
Court sever the investnent tax credit issue. On Sept. 15, 1997,
the notion to sever the sec. 38 investnment tax credit was
granted. The parties subsequently engaged in nediation and
settled this issue.

3Thr oughout the opinion, "EVC' represents "excess val ue
charge" and "EVC s" represents "excess val ue charges”.

“As a result of our holding, we need not consider
respondent’'s alternative argunents under secs. 482 and 845(a).



intentional disregard of rules or regulations for the tax year
1984. We hold that it is.

(5) \Whether petitioner is liable for an addition to tax
under section 6661 for a substantial understatement of tax for
1984. We hold that it is.

(6) \Whether petitioner is liable for increased interest on
subst anti al underpaynents attri butable to tax-notivated
transacti ons under section 6621 for 1984. W hold that it is.

Sone of the facts have been stipulated and are so found.
The stipulations of facts are incorporated herein by this
reference. At the tine the petition was filed, petitioner was a
Del aware corporation wth its principal office in Atlanta,
Ceorgi a.

FI NDI NGS OF FACT
Gener al

A. Uni ted Parcel Service

Petitioner is the largest notor carrier in the United States
with a principal business consisting of the pickup and delivery
of small| packages and parcels. During 1983 and 1984, petitioner
conducted its business through wholly owned subsidiaries in the
United States, Canada, and West CGermany. Petitioner, United
Parcel Service of Anmerica, Inc. (UPS), had several wholly owned
subsidiaries, including United Parcel Service, Inc.--New York

(UPS- New York), United Parcel Service, Inc.--Ohio (UPS-Chio), and



United Parcel Service CGeneral Services Co. (UPS-Ceneral
Services). UPS-General Services provides nmanagenent services to
affiliates of UPS. UPS-New York provides ground delivery
services in the eastern region of the United States. UPS-Chio
provi des ground delivery services in the central and western
region of the United States. Wthin the United States,
petitioner generally provided statewi de intrastate service® and
interstate service between all points in the States and the
District of Colunbia.® Another subsidiary, UPS-Air, provided air
delivery service for packages traveling partially by air.

Petitioner had 62 operating districts in the United States.
Each district had an operational and adm nistrative staff and a
manager who was responsible for all district operations. The
di strict manager reported to 1 of 11 regional managers, who, in
turn, reported to the corporate headquarters.

Ceneral ly, each package picked up by a UPS driver is
delivered to a package operating center. At each center
packages are unl oaded from package cars and | oaded onto trailers,
whi ch haul the packages either directly to another center for

delivery or to a UPS sorting hub. At the hub, packages are

SPetitioner did not provide intrastate service wthin Texas.

There were limted exceptions pertaining to Texas, Hawaii,
and Al aska in which petitioner did not provide full services.
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sorted by destination, |oaded back onto trailers, and hauled to
the appropriate center, where they are | oaded onto package cars
for delivery. Packages traveling by air are sorted at an air hub
and transported to the center for delivery.

B. Shipping Rates and Tariffs

As a donestic notor common carrier, petitioner was regul ated
by the Interstate Comrerce Comm ssion (1CC). Petitioner's
intrastate service was regulated by State transportati on agencies
and public utility comm ssions. As an air carrier, petitioner
was regul ated by the Cvil Aeronautics Board.

The I CC issued Certificates of Public Conveni ence and
Necessity as evidence of the carrier's authority to engage in
transportation as a common carrier by notor vehicle. UPS-New
York and UPS-Onio each filed tariffs’” and tariff supplenents with
the 1CC.8 The ICC tariffs and tariff suppl enments contai ned
provi si ons which governed the rates and services offered by

petitioner to its shippers. The tariffs filed with the |ICC by

‘Atariff is a "public docunent setting forth services of
common carrier being offered, rates and charges with respect to
services and governing rules, regulations and practices rel ating
to those services." Black's Law Dictionary 1457 (6th ed. 1990).

8General ly, a nmotor comon carrier nust publish and file
with the ICC tariffs containing the rates for transportation it
may provide. See Trucking Industry Regul atory Reform Act of
1994, 49 U.S.C. sec. 10762(a)(1l) (1994); see al so Fabul ous Fur
Corp. v. United Parcel Serv., 664 F. Supp. 694, 695 (E.D.NY.
1987) .




UPS- New York and UPS-Chi o which were in effect during the years
in issue contained, anong other things, provisions relating to
t he scope of operations, damaged and uncl ai med property, nethods
of determning rates, and filing of clains. Wth respect to the
scope of operations, the tariffs for both UPS-New York and UPS-
Ohio provide: "Rates and provisions nanmed in this tariff, or as
anmended, are limted in their application to the extent of the
operating rights set forth below "™ The provisions of the tariffs
governed the rates and services offered by petitioner to its
shi ppers.

The ICC tariffs filed by UPS-Chi o and UPS-New York were
simlarly filed wwth the State transportati on comm ssions of nost

of the States.® Individual State filings were required in the

°The tariffs filed by UPS-Chio were filed with the State
transportation conm ssions of Al abama, Arkansas, Col orado,
Georgia, ldaho, Illinois, Indiana, |owa, Kansas, Kentucky,
Loui si ana, M chigan, M nnesota, M ssissippi, Mssouri, Mntana,
New Mexi co, North Carolina, North Dakota, Chio, O egon, South
Carolina, South Dakota, Tennessee, U ah, and Washi ngton.

The tariffs filed by UPS-New York were simlarly filed with
the State transportation comm ssions of Connecticut, Maryland,
Massachusetts, New Hanpshire, New York, Pennsylvania, Rhode
| sl and, Vernont, and West Virginia.

In 1983 and 1984, the States of Arizona, Del aware, Florida,
Mai ne, New Jersey, and Wsconsin did not regulate intrastate
nmot or comon carriers. |In Womng, no regulatory filing was
required. In Texas, intrastate service was limted to the
Dal | as-Fort Worth, Houston, and San Antoni o netropolitan areas.
In Hawai i, an intraisland service was commenced between all
islands of the State. Petitioner did not operate in Al aska

(conti nued. ..)
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States of California, Hawaii, Nebraska, Oklahoma, and Virginia.
VWhenever UPS-Chio or UPS-New York made a change to its tariff, a
tariff supplenment was filed with the I CC

1. Pre-1984

a. Excess Val ue Charges

Petitioner refers to its custoners as shippers. Petitioner
charged its shippers a fee for the shipnent of each package based
on the wei ght of the package, the distance that the package woul d
travel, the value of the package, and various accessori al
services offered by petitioner. Petitioner's rates were governed
by the tariffs, which it submtted to the ICC and the vari ous
States. The tariffs'® submtted to the | CC provided, anong other
things, for rates in cents per package and per pound as foll ows:

| TEM 1000

* * * * * * *

The rate for delivery of packages, rel eased to val ue
not exceedi ng $100 per package, shall be 116.0¢ per
package plus the follow ng rates per pound or fraction
t her eof :

°C...continued)
outside the regul atory-free zones.

The provisions of the tariffs were simlar except that the
tariff provided by UPS-Chio further included "item 1040", which
does not affect our decision, and we will not reproduce it in the
opi ni on.



Zone Rat e
2 e 8. 9¢
G J 11. 8¢
4. . 15. 4¢
L 19. 5¢
6. . . 25. 3¢
T 31.5¢
8. 38.5¢

The rates published in item 1000 applied to all the packages
shi pped by petitioner.

Petitioner provided its shippers with a rate card that
enabl ed shippers to determ ne what petitioner would charge for a
particul ar shipnment. The distance a package was to travel
determ ned the nunber of zones fromthe point of origin that the
package woul d cross. A package shipped to zone 2, for exanple,
woul d travel approximately 150 mles. A package shipped to zone
3 would travel up to 300 mles. Zone 8 was the furthest zone and
di stance a package would travel within the United States. Zones
2 through 8 were represented as col umm headi ngs at the top of the
rate card.

Wei ght categories also determ ned how nmuch petitioner
charged shippers for transporting a particul ar package. The rate
card listed weights dowmn the left side of the table in 1-pound
increnments from1l pound to 50 pounds. By cross-referencing the
zone and the weight, a shipper could determ ne the exact shipping
charge for a particul ar package whose rel eased val ue di d not

exceed $100. There was an additional charge under the tariff
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when a shipper declared the value of the package to be in excess
of $100.

Under the tariff, shippers could also elect to purchase
accessorial services that had additional charges. Accessorial
servi ces included, anong other things, collection on delivery
(COD) and acknow edgnent of delivery (AQD).

Wth respect to damaged and uncl ai med property, the tariffs
provi ded the foll ow ng:

DAMAGED AND UNCLAI MED PROPERTY

Whenever property is damaged by the carrier in the

course of transportation, the carrier will tender the

damaged property to the shipper and offer to pay for

t he damage, not to exceed the actual or declared val ue

of the property, whichever is the lower. If the

shi pper so elects, the carrier will pay the full actual

or declared value of the property, whichever is |ower,

and title of the property shall thereupon pass to the

carrier.
Thus, petitioner was obligated to shippers under the tariffs to
pay up to the actual or declared value for |oss or damages caused
by petitioner during the course of transporting the package.
Petitioner applied for and received fromthe | CC an order
generally allowi ng petitioner and its shippers to agree in
witing that petitioner's liability would be limted to a
rel eased val ue not exceedi ng $100 per package. Wth respect to
the released rate and EVC, the tariff provided as foll ows:

To determine rates in this tariff:
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Refer to governing rate basis tariff to
determ ne appropriate zone for use in

determ ning the poundage

Refer to Item 1000 or

Rel eased val ue of shipnent:

rate.

1040 herein.

1040 are

applicabl e only when the value of the property
declared in witing by the shipper or agreed upon

in witing as the rel eased val ue t hereof

foll ows:

of a package shi pped, and petitioner
anount as an "excess val ue charge"

EVC of 25 cents per $100 of val ue,

t hat the package was danaged,

Rel eased to a val ue
not exceedi ng $100
per package or
article not enclosed
in a package

Rel eased to a val ue
exceedi ng $100 per
package or article
not enclosed in a
package

Under the provisions of the tariff,

its shippers 25 cents for each additional

part

val ue of the package woul d be paid to the shipper

| ost,

(EVO).

or destroyed.

is as

Apply the rates as
published in Item
1000 or 1040.

Apply the rates as
published in Item
1000 or 1040 as
base rates, plus a
val ue charge of 25
cents for each $100
or fraction thereof
of value in excess
of the valuation in
whi ch the base rate
appl i es.

petitioner received from

$100 of decl ared val ue

referred to the additional

| f a shipper paid the

or all of the declared
in the event

In the event

that a shipper did not declare the value of the package to be in
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excess of $100, petitioner was liable to the shipper for the
val ue of the package up to $100.

In June 1983, petitioner filed supplenents to its ICC
tariffs amending the provision related to the nethod of
determning rates for shippers under the original tariff. The
suppl enents provided an additional clause with respect to the
met hod of determ ning rates:

Unl ess otherw se directed by the shipper, the carrier

may remt excess valuation charges to an insurance

conpany as a premum for excess val uation cargo

i nsurance for the shipper's account and on its behal f.

If the carrier does so, clains for |oss of or damage to

the shipper's property will be filed with and settl ed

by the carrier on behalf of the insurance conpany. In
the event that the insurance conpany fails to pay any
claimfor |loss of or danage to the shipper's property
under the ternms of its policy, the carrier will remain
liable for loss or damage within the limts decl ared
and paid for.[Y

Al t hough the supplenents were filed June 1983 and becane

effective July 1983, petitioner did not remt EVC s to an

i nsurance conpany before 1984.
The decl ared value in excess of $100 is indicated on

petitioner's package pickup record.'? The package pickup record

1l dentical changes were nade to petitioner's State tariffs.
12Petitioner's pickup record states:

Unl ess a greater value is declared in witing on this

recei pt, the shipper hereby decl ares and agrees that

t he rel eased val ue of each package or article not

encl osed in a package covered by this receipt is $100,
(continued. ..)
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was used to enter billing information into petitioner's billing
system Billing information for regular custoners and shippers
who shi pped parcels frompetitioner's custonmer counters was
entered into petitioner's conputer systemregularly by each
district, and petitioner billed its regular custoners weekly.
The bills sent to petitioner's regular shippers reflected al
anounts to be collected fromthose shippers. |Included, and
item zed separately, on those bills were the EVC s and ot her

m scel | aneous charges. All anounts collected from shippers by
petitioner, including amounts for EVC s, were deposited into
petitioner's bank accounts.

For the taxable year ended Decenber 31, 1983, EVC s billed
and/ or collected fromshippers were included in petitioner's
reported income for tax, financial accounting, ICC, State
regul atory, and Securities and Exchange Comm ssi on (SEC)
reporting purposes.

b. d ai s
Shi ppers' clains were governed by the tariffs submtted by

petitioner to the ICC and the various States. Petitioner's

2(, .. continued)

which is a reasonabl e val ue under the circunstances
surroundi ng the transportation. The entry of a C. O D
anount is not a declaration of value. |In addition, the
maxi mum val ue for an air service package is $5,000 and
the maximumcarrier liability is $5,000. d ains not
made to carrier within 9 nonths of shipnent date are
wai ved. * * *
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tariff 201-C effective January 31, 1983, included provision 510
relating to filing of clainms, which provided:

All clainms for |oss or damage to property transported
or accepted for transportation in interstate or
intrastate conmerce nust be in witing and nust i nclude
reference to the pickup record nunber and date or
copi es of other documents sufficient to identify the
shi prent i nvol ved; nust assert liability of the carrier
for alleged | oss or damage; nust make clai mfor paynment
of a specified or determ nable anount of noney; and
must be acconpanied with a copy of the original invoice
or, if no invoice was issued, other proof, certified to
in witing, as to the value of the property or extent
of the damage. * * *

Under tariff provision 510, a shipper was required to assert that
petitioner was liable for the alleged | oss or damages. Tariff
201-C al so contained provision 520 limting the time for filing
claims. Provision 520 provided:

As a condition precedent to recovery, clains nust be
filed in witing with the carrier within nine nonths
after delivery of the property or, in case of failure
to make delivery, then within nine nonths after a
reasonable time for delivery has el apsed; and suits
shall be instituted against the carrier only within two
years and one day fromthe day when notice in witing
is given by the carrier to the claimnt that the
carrier has disallowed the claimor any part or parts

t hereof specified in the notice. Were clains are not
filed or suits are not instituted thereon in accordance
wi th the foregoing provisions, the carrier hereunder
shall not be liable, and such clains will not be paid.

Under provision 525, petitioner was required to pronptly
investigate "each claimfiled against [petitioner]”. Wth
respect to disposition of clains, tariff 201-C provides:

"Carrier after receiving a witten claimfor |oss or damage to
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property transported will pay, decline, or make a firm conprom se
settlenment offer in witing to the claimant within 120 days after
receipt of the claimby the carrier”. UPS-New York and UPS- Chi o,
through their respective district offices, processed all clains
for I oss or danage to parcels, including any excess val ue portion
of a claim Wen a shipper was in need of a verification of the
status of a shipnent, the shipper initiated an inquiry, by either
tel ephone or mail, which was referred to the delivery information
departnment of the district fromwhich the shipnment was nmade.

Tracing requests were initiated as a result of shippers
inquiries. After the tracing request was conpleted, it was
transmtted to the destination district via conputer. If the
record showed that the package was delivered and signed for, the
clerk made a copy of the delivery record. |If the tracing
procedure was unsuccessful, petitioner assigned a | oss damage
i nvestigation nunber to identify the shipper claim

Petitioner remtted anounts for clains processed by UPS-New
York and UPS-Chio frompetitioner's central bank account.
CGenerally, a single check was issued to a shipper if the shipper
had decl ared excess value and a claimfor |oss or danage was
paid. Before 1984, petitioner reported clains paid in excess of
$100 as an expense for tax, financial accounting, ICC State

regul atory, and SEC reporting purposes.
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Petitioner made efforts to reduce clains, including excess
value clainms. Petitioner advised its drivers to pay extra
attention to declared val ue packages. Petitioner also incurred
added handling costs in connection wth excess val ue packages.

In Metro New York, Long Island, New Jersey, and Metro
Chi cago, petitioner took special precautions to avoid | oss or
damage to hi gh-val ue packages. For instance, in New York, with
respect to jewelry and simlar itens, petitioner's driver would
segregate themin his |oad, and upon arrival at petitioner's
facility, a designated clerical person would neet the driver and
t ake the packages containing the jewelry or other itens. Under
certain circunstances, the packages woul d be specially bagged and
tagged. Thereafter, the appropriate contact person at the next
destination of the package would be infornmed of the position of
t he package on the trailer. Wen the trailer reached its
destination, a person would be present to retrieve the bag.

Petitioner instituted and used special parcel handling
procedures, which involved segregating and protecting high-val ue
parcels in other districts as well. Petitioner referred to the

speci al handling procedure as "controlled parcel handling".?®

BThis procedure was not used in the Metro New York, Long
| sl and, New Jersey, and Metro Chicago districts. Controlled
parcel handling procedures that were stricter than the controls
set forth in the |loss prevention manual were applied in Metro New
York, Long Island, New Jersey, and Metro Chicago.



- 17 -

Petitioner maintained a "Loss Prevention" manual that contained
witten standards and procedures on prevention of |oss associ ated
wi th the shipnent of packages. Controlled parcel handling was
addressed in a specific section of the |oss prevention nmanual.

As part of the controlled handling procedures, petitioner
performed audits in its hub, transportation, and delivery
operations to ensure security of high-val ue packages. Petitioner
consi dered these procedures to be expensive and tine consum ng.

C. Negoti ati ons To Change Petitioner's Mthod of
Handl i ng Excess Val ue Charges

M . Kenneth Johnson was the head of petitioner's insurance
departnment. After various discussions with M. Walter
Dani el ewski, petitioner's chief financial officer (CFO,
regardi ng the manner in which petitioner collected EVC s, M.
Johnson contacted the brokerage firmof Frank B. Hall (Hall).

(1) Hall

Hal | was one of the |argest insurance brokerage firnms in the
world. M. Johnson had first worked with representatives at Hal
in 1981. At that tinme, M. George Corde, an experienced vice
presi dent of Hall, worked with M. Johnson in connection with
i nsurance for petitioner's aircraft and other matters. M.
Thomas Garrity was a Hall vice president who worked for M.

Cor de.
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In 1982, M. Johnson net with representatives of Hall to
di scuss petitioner's EVCs. At their first meeting regarding
petitioner's EVC s, M. Corde advised M. Johnson of potenti al
alternatives that mght be available to petitioner, including the
possibility of petitioner's formng its own insurance subsidiary.
Thereafter, M. Corde and M. @Grrity attended neetings relating
to the planning, structuring, and inplenentation of petitioner's
subsidiary and petitioner's excess value activity.

I n Septenber 1982, at the request of petitioner, Hal
prepared a docunent titled "United Parcel Service--A Prelimnary
Anal ysis of an Insurance Subsidiary"” (prelimnary analysis). The
prelimnary analysis indicated that Hall understood that
petitioner currently was liable to its shippers for the val ue of
any parcels |lost or damaged up to $100. The prelimnary analysis
i ndi cated that Hall understood that those parcels with values in
excess of $100 coul d be declared by the shipper, and the shipper
could secure protection at a cost of 25 cents per $100 of val ue
in excess of the first $100. Hall further understood that while
the protection provided by the EVC was not considered to be
i nsurance, insurance could be provided by a UPS-owned i nsurance
conpany. The prelimnary analysis then proceeded to make the
foll ow ng assunpti ons and concl usi ons:

We have been advised that the revenues generated by

this "declared value" protection for the 1981 year
approxi mat ed $67, 000, 000 and that the | oss in excess of
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$100 per cl ai m approxi mated $20, 000, 000. In Exhibits
I1-1A and 11-2A we have attenpted to set forth the
inplications of this coverage to * * * [petitioner] on
a net after tax basis. |In this Exhibit we have made
the foll om ng assunpti ons:

1. Revenues are in equal anmounts payable at md

poi nts of quarters;

2. Expenses as percent of gross prem um= 0%

3 Loss ratio = .299;

g. Duration (in years) to ultimte value of |osses =

5. Annual payout pattern - 70% 30%

6. Pl an rei nburses gross paid | osses for each nonth
at the end of the follow ng nonth;
7. Appl i cabl e Federal Income Tax rate as percentage =
46% and,
8. Effective rate of interest per annum as percent =
12%

Based upon these assunptions review of Exhibits I1-1A

and |1-2A disclose that the contribution of this

programto * * * [petitioner's] after tax earnings is

$31, 001, 618 at the end of the second subsequent year

when all | osses are closed.

On February 24, 1983, a neeting was held at Hall's offices
in Briarcliff Manor, New York, to discuss petitioner's excess
value activity. |In attendance at this neeting were: Messrs.
Dani el ewski, Johnson, Pat Ednunds, Jerry Stein, and Jack
McQui nness representing petitioner; M. Allen Dougherty, as
petitioner's attorney; and Messrs. Corde, Garrity, and Roger Wade

representing Hall. M. Corde prepared a nenorandum dated March
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1, 1983, that summarized the purpose and content of the February
24 neeting at Briarcliff Manor. The nmenorandum st at es:

The purpose of this neeting was to consider Frank B
Hal | s proposal presented to * * * [petitioner] |ast
Septenber 1982 which dealt with the feasibility of
creating a subsidiary insurance conpany. The subject
reviewed in the report dealt with decl ared val ue

i nsurance and the utilization of an insurance
subsidiary to handle custonmer risk of | oss on property
intransit.

The topics discussed in our Thursday neeting focused

strictly on the decl ared val ue program and t he

viability of converting this into an insured plan that

woul d produce, in the final analysis, an inproved

economc result for * * * [petitioner]. The report

submtted by Hall dealt wth the organi zation of a

Uni ted Parcel insurance subsidiary conpany. This new

i nsurance entity would assune reinsurance froma

licensed admtted US carrier who would underwrite the

decl ared val ue program

During the February 24 neeting, petitioner's tax counsel,
M. Dougherty, expressed concern with the specifics of the Hal
proposal, and he believed that the proposal would not be viewed
favorably by the Internal Revenue Service (IRS). M. Dougherty
suggested an alternative whereby petitioner would form an
i nsurance conpany in Bernmuda to be owned by petitioner's
enpl oyees and, in this manner, such a conpany woul d be cl assified
as a noncontrolled foreign corporation. M. Dougherty believed
that the Bernuda i nsurance conpany coul d accept reinsurance of a
licensed U.S. underwiter directly and not have U S. tax

obligations on profits until risk funds were repatri at ed.
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After all the alternatives were discussed, it was agreed
that petitioner would pursue the alternative to create an
i nsurance subsidiary to act as a reinsurer. Further, the
i nsurance subsidiary woul d be owned by petitioner, and
ultimately, petitioner m ght adopt a | ong-range strategy of
transferring ownership in such a conpany to petitioner's
sharehol ders. Finally, it was agreed that M. Daniel ewski and
ot her nmenbers of the UPS team would submt a proposal to senior
managenent based on the follow ng financial projections, as

stated in M. Corde's March 1, 1983, nenorandum

UPS CURRENT POSI Tl ON

A
Projected 1983 Decl ared Val ue Revenue $69, 900, 000
Estimated 1983 Losses $21, 400, 000
Pretax Profit $48, 500, 000
Net After Tax Profit $26, 190, 000

B-Alternative Program

1. I nsured Declared Value Program (U.S. Front)
Esti mated Annual Prem um $69, 900, 000
*Esti mat ed Expenses (6.5) $4, 485, 000
Net Underwriting | ncone $65, 415, 000
2. UPS | nsurance Subsidiary
Forei gn Rei nsurance Prem um Incone $65, 415, 000
Cedi ng Conmi ssion - 2-1/2% $1, 747,500
Net Prem um | ncone $63, 667, 500
Expect ed Losses $21, 400, 000
Underwriting Profit $42, 267, 500
C Projected Benefit to * * *

[Petitioner] $16, 077, 500



* Front Fee 2.0
Prem um Tax 3.5%
Federal Excise Tax 1. 0%

6. 5%

The $16, 077,500 projected benefit to petitioner is the anbunt of
Federal inconme tax petitioner would have otherwi se paid and is
based on the assunption that the underwiting profit, which was
referred to as the "UPS I nsurance Subsidiary” in Bernuda, would
not be subject to Federal incone tax.
(2) ALG NUF

American International Goup, Inc. (AlG, was a hol ding
conpany and the parent of over 500 subsidiary operating insurance
and subsidiary conpanies. AlIG R sk Managenent, Inc. (AIGRM, was
a subsidiary of AIG M. Joseph Snetana served as president and
CEO of Al GRM and senior vice president of NUF. NUF was a wholly
owned subsidiary of AIG and operated as a domestic insurance
conpany.

On behalf of Hall, through a letter dated April 27, 1983,
M. Corde contacted M. Smetana. |In the letter, M. Corde
apprised M. Snetana of petitioner's plan regarding the EVC s.
M. Corde indicated in the letter that petitioner's plan
contenpl ated that the shippers' property handl ed by petitioner
woul d be insured under a master "Shippers Interest Policy".
Further, the letter indicated that the contract of insurance
woul d be issued to petitioner and woul d cover the property of the

owners, shippers, consignees, or other interested parties. Wth
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respect to the anticipated risk or exposure to AIG the letter
st at ed:

The Shippers Interest Programis to be 100% rei nsured
to Union International/Ham |ton, Bernuda. Union wll
then retrocede this risk to other insurers. This,
therefore, would | eave the shippers interest issuing
carrier in a "fronting" capacity with essentially no
ri sk or exposure to | oss under the program

Finally, the letter requested that AIG submt a proposal on

petitioner's Shippers Interest Programsetting forth:

a. The fronting/adm nistration fee it would require as the
i ssuing carrier.

b. Esti mated prem um taxes applicable under this program

C. Its acceptance of Union International as the program
rei nsurer.

d. Acceptance and confirmation of * * * [petitioner] as

t he authorized program adm nistrator with total claim
settlement authority.

e. The specific docunentation required to be given to
shi ppers el ecting coverage under this program

On April 27, 1983, M. Corde sent a letter to M. Robert
Sargent of Travelers Insurance Co. (Travel ers) discussing
petitioner's excess val ue program and requested that Travel ers
submt a proposal for the excess value program On May 20, 1983,
M. Sargent sent a letter to M. Corde outlining an alternative
for petitioner.

In a letter dated May 7, 1983, to M. Corde, M. Snetana
presented AlGRM s proposal for an excess value program In the

letter, AIGRM proposed that it would issue a single nmaster



- 24 -

i nsurance contract that woul d cover the interests of petitioner's
shi ppers. The proposal indicated that the docunentation of
coverage under such a contract would be identified through a
"Service Instruction Agreenent” and the declared value entry on
the bill of lading. AIGRM s proposal was based upon insurance
coverage for values in excess of $100, at a prem um charge of 25
cents per $100 of insured value in excess of $100. Anobng ot her

t hi ngs, Al GRM proposed that: (a) Prem uns be remtted by
petitioner to NUF on a nonthly basis | ess any | osses paid and

| oss expense incurred; (b) petitioner adm nister all clains under
the policy on behalf of NUF, and (c) petitioner be responsible
for bad debts or uncollectible itens since NUF had no control
over the paynent of prem uns by shippers. Hall found the Al GRM
proposal to be nore reflective of petitioner's requirenents than
the Traveler's proposal and submtted the Al GRM proposal as its
recomendation for review by petitioner's nmanagenent.

NUF prepared a "bi nder of insurance" under which it
described the insured as "United Parcel Service of Anerica, Inc.
on behalf of its custoners, shippers, consignees or other
interested parties, as Their Interest may Appear."” The bi nder
described the insurance as "Shippers Interest”". The rate or
prem um under the binder was set at 25 cents per $100 of decl ared
val ue, and the insurance woul d becone effective as of August 8,

1983.



- 25 -

However, on August 8, 1983, M. Corde sent a telex to M.
Snmet ana whi ch st at ed:

[ PETI TI ONER] HAS POSTPONED FI NALI ZATI ON OF SHI PPERS

| NTEREST PROGRAM PENDI NG THEI R REVI EW AND EVALUATI ON OF

NEW TAX LEGQ SLATI ON CURRENTLY ON THE FLOOR OF THE HOUSE

OF REPRESENTATI VES WH CH WE UNDERSTAND CAME [sic] OF

COW TTEE END OF LAST WEEK. W LL KEEP YOU COWPLETELY

APPRI SED OF THE DEVELOPMENTS AS THEY OCCUR

Petitioner and Al G continued to work together in planning
petitioner's Shippers Interest Program On October 25, 1983, M.
Corde of Hall sent M. Snetana of AIG a |etter which, anong ot her
t hi ngs, proposed that changes be made to the wordi ng of
petitioner's service explanation.

Petitioner's service explanation is a docunent regularly
provi ded by petitioner to its custoners as part of a kit
cont ai ni ng ot her docunents, upon commencenent of the
rel ati onshi p, upon request by custonmers, and upon ot her

occasions. Service explanations were generally available to

petitioner's wal kup custoners upon request.
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As of Novenber 1983, petitioner's service explanation
st at ed:

Unl ess a greater value is declared in witing on the

pi ckup record, the shipper declares the rel eased val ue
of each package or article not enclosed in a package,
to be $100. For each $100 or fraction thereof of value
per package or article not enclosed in a package, in
excess of $100, an additional charge, as stated on the
current rate chart, applies. Except if otherw se
directed by the shipper, the carrier will remt excess
val uation charges to National Union Fire |Insurance
Conmpany of Pittsburgh, PA as a prem umfor excess

val uation cargo insurance for the shipper's account and
on its behalf. Wen the carrier does so, clains for

| oss of or danmage to the shipper's property will be
filed with and settled by the carrier on behalf of the
i nsurance conpany. In the event that the insurance
conpany fails to pay any claimfor |oss of or damage to
the shipper's property under the ternms of its policy,
the carrier will remain liable for |oss or danage
within the limts declared and paid for. Shippers

I nterest Policy 1MB9310977 is available for inspection
at the office of the carrier. Cains not made within
nine nonths after receipt by the carrier of the

mer chandi se shall be deened wai ved.

I n Decenber 1983, petitioner circulated to its shippers an
edition of its quarterly newsletter entitled "Roundups”". Wthin

t he Decenber Roundups, petitioner infornmed its shippers that

YThis service explanation was used throughout 1984.
Petitioner's service explanations, as revised in 1986 and 1988,
contained simlar wording. These revisions both stated that
petitioner remained |iable for | oss or damage. However, the 1986
and 1988 revised service explanations state that petitioner "nmay"
remt EVC s to NUF as opposed to the "will remt" |anguage in the
above excerpt. W note that the "may remt" | anguage of the 1986
and 1988 revisions is the sane | anguage used in petitioner's
tariff. W also note that the "will remt" |anguage in the
Novenber 1983 service explanation could not have been effective
in 1983 since the NUF contract itself does not purport to apply
bef ore January 1984.
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petitioner intended to make pernmanent the practice of allow ng
its drivers to | eave packages at certain specified | ocations
W thout a signature. Wth respect to the delivery of packages
w thout the normal signature, petitioner stated the following in
its newsletter:
[Petitioner] also will continue to assune liability for
| ost and danaged packages up to $100, or the declared
value. It mght seemthat |eaving packages even in
safe places risks theft, weather damage, denial of
delivery or other types of |osses. Actually, clains
for | ost and damaged packages declined in |Indiana and

| owa where we've had the nost experience with the
program

On Decenber 28, 1983, representatives of Al G and NUF signed
an insurance policy, entitled "Shippers Insurance"' and nunbered
| MB 9310977, on behalf of NUF which |isted the name and address
of the insured as foll ows:

NAMVE AND ADDRESS OF | NSURED

Shi ppers, Consi gnees, Custoners or other interested

parties, as their interest may appear with regard to

parcel s shipped via United Parcel Service of Anmerica,

Inc. and/or its subsidiaries as now or hereafter

constituted (herein after referred to as UPS)

643 West 43rd Street

New Yor k, New York
The address |isted under the nanme and address of the insured

served as petitioner's world headquarters. The contract was for

atermfromJanuary 1, 1984, until canceled. NUF issued the

For reasons explained in our opinion, we will refer to the
agreenent between petitioner and NUF as the Shippers Interest
contract.
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contract in the State of New York with the understanding that it
was pursuant to the free trade zone legislation, article 63 of
t he New York | nsurance Law.

Cl ause 2 of the Shippers Interest contract states:

[Petitioner] will provide space on its "Pick-Up Record"
which will be |abeled "Declared value if in excess of
$100. 00". A declared value indicated by the Naned

I nsured in the space provided shall evidence the

exi stence and the anount of this insurance subject to
l[imts of liability provided herein. This insurance
shall not apply unless a declared value is indicated by
the Naned Insured in the space provided in * * *

[ petitioner's] "Pick-up Record".

Cl ause 6 of the Shippers Interest contract generally
provided that NUF was not liable for the first $100 of the val ue
of the property, and in no event did NUF s liability exceed the
decl ared val ue for surface shipnments and a maxi mum of $25, 000 per
package for air shipnments. The cancellation provision of the
contract stated:

This policy may be cancelled [sic] by the Nanmed | nsured

or * * * [petitioner] on behalf of the Naned | nsured by

mailing to the Conpany witten notice stating when

t hereafter such cancellation shall be effective. This

Policy may be cancelled [sic] by the Conpany by mailing

to the Named Insured or * * * [petitioner] at the

address shown in this Policy or |ast known address

notice stating when not less than thirty (30) days

t hereafter such cancellation shall be effective. * * *
Under this provision, petitioner had the power to cancel the
Shi ppers Interest contract.

Cl ause 20 of the Shippers Interest contract addressed ot her

i nsurance and st at ed:
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|f there is any other insurance covering the
property insured hereunder, or * * * [petitioner's]
l[iability, if any, whether prior, subsequent to, or
simul taneous with this policy, which in the absence of
this insurance woul d cover the | oss, damage or
liability hereby covered, then this Conpany shall not
be |iable hereunder for nore than the excess over and
above such other insurance. This clause, however,
shall not apply to insurance effected by a Naned
| nsured, and the existence of such insurance, or
paynment of a | oss thereunder, shall not constitute a
def ense of any cl ai m ot herwi se payabl e under this
Policy, nor shall such insurance be called on to
contribute to any | oss payabl e hereunder.

Under cl ause 20, NUF was not |iable in the event that
petitioner's liability for |oss or damage to a shipper's package
was covered by another insurance policy unless the other policy
was "effected"” by a shipper.

(3) Affiliated FM I nsurance
Policy

Petitioner maintained an insurance policy with Affiliated FM
| nsurance Co. (AFM policy). The AFM policy was issued on
Decenber 27, 1982, and provi ded coverage from Cctober 1, 1982 to
1985. The AFM policy insured petitioner's property and liability
for, anong other things, petitioner's interest in the "real and
personal property of others, including parcels held for delivery
and in transit for which petitioner may be liable or for which
the * * * [petitioner] nay assune liability or agree to insure
prior to |oss affected thereby." The AFM policy contained a $100
mllion liability limtation with sublimts. The AFM policy had

a $10 mllion limt "on Personal Property while in the course of
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transportation as respects |oss or damage arising out of any one
occurrence" and a deductible clause that excluded the first

$25, 000 of clains arising out of any one occurrence from

cover age.

On Decenber 28, 1983, an endorsenent was added to the AFM
policy, which becane effective January 1, 1984. The endor senent
st at ed:

Perm ssion is hereby granted to insure the deductible

anount (25, 000.00) applicable to coverage 1B. Persona

Property while in the course of transportation. |If

such property is also insured under policy #l MB-9310977

i ssued by the National Union Fire Insurance Conpany of

Pittsburgh, PA, and any renewals, or rewites thereof,

it is agreed that any such insurance shall be ignored

in determning the anbunt of |oss to which such

deducti bl e anount applies. It is also agreed that

thirty (30) days advance notice of cancell ation shal

be given to National Union Fire |Insurance Conpany of

Pittsburgh, PA. Any clainms presented that exceeds

$25, 000. 00 National Union agrees to abide with our

settl enent of such clains.

Petitioner paid annual installnment prem uns of $356, 945 for
coverage of all petitioner's real and personal property,

i ncluding parcels held for delivery and in transit. The annual
prem um was based on property values and stated rates. The AFM
policy provided a calculation for the annual prem um which
operated to apportion $86,820 of the total annual install nent

premumto property value related to parcels in transit.1

The $86,820 premium attributable to parcels was conputed
by multiplying the average daily value of parcels of $354, 369, 000
(conti nued. ..)
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(4) UPSINCO, Ltd./OPL

On June 9, 1983, pursuant to petitioner's plan, Hall,
t hrough Parker & Co.-Interocean, Ltd. (Parker & Co.),! prepared
a summary of a proposal to organize an insurance subsidiary
domciled in Bernuda under the name UPSINCO Ltd. (UPSINCO. By
a nmenorandum dated June 13, 1983, M. Corde provided to M.
Johnson copies of the forns filed with the Registrar of Conpanies
in Bernmuda relating to the incorporation of UPSI NCO

On June 23, 1983, a neeting was held which the foll ow ng
persons attended: Messrs. Daniel ewski, Johnson, and Jerone Stein
representing petitioner; Messrs. Garrity, Corde, and John |acono
representing Hall; Messrs. Robin Spencer Arscott and Ceoffrey
Hunt of Hall-Bernuda; and Messrs. Chet Butterfield and John
Ellison of the Bernuda | aw firmof Conyers, D |l & Pearman.
Among ot her things, the purpose of the neeting was to di scuss
vari ous aspects of the Shippers Interest programincluding the
contract form docunentation/ certification, service instruction

agreenent, nonthly bordereaux,® and prem um | oss reports.

8(, .. continued)
times the rate of .0245 percent. The average daily val ue equal ed
t he average parcel value of $80 tines the annual total parcels of
1, 616, 809, 741 divi ded by 365.

YParker & Co. is a wholly owned subsidiary of Hall.
8petitioner's bordereau is a statenent which summarizes, by

State, the units of excess val ue purchased by shippers and the
(continued. ..)
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UPSI NCO was i ncorporated in Bernuda as a whol ly owned
subsidiary of petitioner on June 28, 1983. UPSI NCO was
regi stered as an exenpted conpany pursuant to the provisions of
section 13 of the Conpanies Act of 1970, under the | aws of
Bernmuda. On June 28, 1983, the first neeting of the provisional
board of directors of UPSI NCO was hel d. The provisional
directors of UPSINCO were |isted as Messrs. John A Ellison,
director, C F. A Cooper, and NNB. Dill, Jr. UPSINCO was
incorporated with initial capital of $1.2 mllion and had 12
mllion shares of capital stock. Initial ownership of the stock

of UPSI NCO was as foll ows:

Nanme No. of Shares
Uni ted Parcel Service
of Anmerica, Inc. 1, 199, 994

Wal ter E. Dani el ewski
Kenneth L. Johnson
Jerome D. Stein

John Ellison

H C. Butterfield

R S. L. Pear nman

RPRRRRRE

On July 14, 1983, the sharehol ders of UPSI NCO held their
first general nmeeting in which they elected a board of directors.
The el ected board of directors consisted of five people. Three
of the five directors elected, Messrs. Daniel ewski, Johnson, and
Stein, were al so enployees of petitioner. The renaining two

elected directors, Mssrs. Ellison and Butterfield, were

8( .. continued)
clainms in excess of $100 paid to petitioner's shippers.
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representatives of the Bernmuda |aw firm of Conyers, DIl &
Pearman. The mnutes of the first neeting indicate that Messrs.
Dani el ewski and Johnson were, respectively, elected to the
positions of president and vice president of UPSINCO  The
m nutes further indicate that M. Stein was appointed as
secretary and treasurer and that M. Daniel enwski was appoi nted as
assistant treasurer.?® Thus, the majority of UPSINCO s board of
directors and officers were all enployees of petitioner.

During the July 14, 1983, neeting, the board of directors of
UPSI NCO appoi nted Parker & Co. as manager of the conpany and
passed bylaws which it then submtted to the sharehol ders for
confirmation.?® Also on July 14, 1983, the sharehol ders of
UPSI NCO confirmed and adopted the byl aws and approved all actions
taken by UPSINCO s provisional directors on June 28, 1983, and
its directors on July 14, 1983. On August 1, 1983, UPSI NCO was
certified as an insurer in Bernuda by the M nister of Finance.

By resol ution dated COctober 31, 1983, the executive
commttee of the board of directors of petitioner authorized a
capital contribution in the anobunt of $41,017,575 in cash to

UPSI NCO. In addition, the executive commttee of the board of

The minutes also indicate that M. A L. Vincent |Ingham was
appoi nted assi stant secretary.

20As of Jan. 1, 1985, subject to the directions and
instructions of OPL, the adm nistrative functions of OPL were
provi ded by Parker & Co., a Bernuda corporation.
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directors of petitioner resolved to take all actions necessary to
ef fect a change of the nane UPSINCO to Overseas Partners, Ltd.
(OPL).

By resol ution on Novenber 3, 1983, the board nenbers of
UPSI NCO i ncreased the authorized share capital of the conpany by
$15, 687,030, from$1.2 mllion to $16,887,030, through the
creation of an additional 156, 870,300 shares of capital stock at
10 cents par value. The nmenbers of UPSINCO further resolved that
t he sum of $25, 330, 545 be accepted as contributed surpl us,
resulting in an increase of $41,017,575 in UPSINCO s capital to
$42, 217, 575.

On Novenber 14, 1983, petitioner nmade a capital contribution
of cash in the anmount of $41,017,575 to UPSINCO. On Novenber 17
and 18, 1983, petitioner's board of directors declared a dividend
of 1 share of OPL (then known as UPSI NCO) capital stock on each
out standi ng share of petitioner's stock (excluding petitioner's
shares held in treasury) payable on Decenber 31, 1983, to
sharehol ders of record on Novenmber 18, 1983.

On Novenber 23, 1983, the board nenbers of UPSI NCO resol ved
that the nane of the conpany be changed to OPL. By resolution
dat ed Novenber 25, 1983, petitioner's board of directors changed
t he nanme of UPSINCO to OPL

On Decenber 28, 1983, NUF and OPL entered into a Facultative

Rei nsurance Agreenment (agreenment) under which NUF agreed to cede



- 35 -

its liability under the Shippers Interest contract to OPL as
reinsurer. Under the terns of the agreenent, NUF was required to
remt to OPL 100 percent of the gross anounts received from
petitioner under the Shippers Interest contract less: (a) A
comm ssion to NUF of 1.18 percent of the gross premuns not to
exceed $1 million; (b) an allowance of 3.1 percent of the gross
premuns witten to cover NUF s prem umtax and board and bureau
charges; and (c) 1 percent of the gross premuns for the purpose
of payi ng Federal excise taxes. |In addition, under article |IX of
the agreenment, NUF held as security an anmount equal to the first
2 nonths of gross premuns witten | ess conm ssion, taxes, board
and bureau charges, |osses paid, |oss expenses paid, and Federal
exci se taxes, if any.

The agreenent becane effective on January 1, 1984, and
remai ned in effect until canceled or termnated. The term nation
provi sion of the agreenent stated:

Nei t her the Conpany nor Reinsurer may termnate this

Agreenent while the Policy listed in Article | ItemB

is in force; however, if the Policy listed in Article I

ltem Bl2Y is in fact termnated then in that event and

that event only this Agreenent shall be term nated

si mul t aneously therewith. * * *

Under this provision, neither NUF nor OPL could cancel the

agreenent while the Shippers Interest contract remained in force.

2Article | ItemB lists only the Shippers Interest contract
bet ween petitioner and NUF.
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On Decenber 31, 1983, petitioner made a distribution, which
it treated as a taxable dividend to its shareholders, of 1 share
of OPL stock for each share of petitioner's stock then
outstanding. Petitioner distributed 164,477,491 shares of OPL
stock with a net asset value of 25 cents per share. The total
di vi dend was $41, 119, 372.75. The fair market value of the OPL
capital stock received by each of petitioner's sharehol ders was
considered by petitioner to be ordinary inconme to each of
petitioner's sharehol ders.

In 1983, petitioner was owned by its active enpl oyees and
former enpl oyees, as well as the famlies, estates, and trusts of
former enployees. |In 1983, there were approxi mately 14, 000
sharehol ders. On Decenber 31, 1983, as of the nonent of
di stribution of the OPL stock, the shareholders of OPL were
essentially the sane as petitioner's shareholders. The only
di fference between the sharehol ders of OPL and petitioner's
sharehol ders was that petitioner's sharehol ders did not receive
the same proportionate interest in OPL that they owned in
petitioner because petitioner itself was a sharehol der of OPL

On Decenber 31, 1984, there were 14, 811 shareholders in OPL
hol di ng an aggregate of 164, 358,562 shares of commobn stock, not
including the 4,511,738 treasury shares of OPL owned by
petitioner. The total shares in OPL equal ed 168, 870,300. On

Decenber 31, 1984, there were 16, 297 sharehol ders in petitioner
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hol di ng an aggregate of 163,182,028 shares of common stock. The
4,511, 738 shares of OPL owned by petitioner represented 2.67
percent of the 168,870,300 shares in OPL on Decenber 31, 1984.

During the years in issue, restrictions applied in the event
an OPL sharehol der wanted to sell shares of OPL. No outstanding
shares of OPL capital stock were transferable, except by gift or
i nheritance, unless the shares were first offered for sale to
petitioner at the |ower of the net book value of the OPL stock or
at the price and ternms at which the OPL stock was offered to the
proposed transferee. OPL shareholders were required to notify
petitioner's treasurer of the nunber of shares proposed to be
sol d, the proposed price per share, the nanme and address of the
proposed transferee, and the terns of the proposed sale and
provide a statenent of the proposed transferee that the
information contained in the notice was true and correct. OPL
sharehol ders had the right to pledge OPL stock but were not
allowed to transfer the stock upon forecl osure w thout
petitioner's having first been offered the option to purchase the
st ock.

2. 1984 and Years Foll ow ng

a. Cener al
For the taxable year ending Decenber 31, 1984, excess val ue
anounts billed to regul ar shippers and coll ected from ot her

shi ppers were not included in petitioner's reported taxable



- 38 -

income. Petitioner did not include excess value anmounts billed
to regular shippers inits filings with the SEC and the | CC for
t he year ended Decenber 31, 1984. O herw se, petitioner's
activities wwth respect to the excess value activity basically
remai ned the sanme as in prior years. Petitioner continued to
bill custonmers for shipping charges on the basis of information
recorded by shippers on the package pickup records. The bills
reflected all amounts to be collected from shippers, including
EVC s. Al anounts collected, including EVC s, fromthe shippers
were deposited in petitioner's bank accounts. Petitioner
continued to process all clains for | oss or danage to parcels,

i ncl udi ng any excess value portions of the clainms. If a claim
for | oss or danage was paid, petitioner continued to remt the
anmount for the claimby check to the shipper.

Petitioner did not apply for, and did not hold, an insurance
license of any type. During 1984, petitioner's enpl oyees who
processed shippers' clains were not |licensed as clains adjusters
in the States in which they processed clains. NUF did not
participate in the resolution of specific clains in 1984,
chal | enge the amounts of specific |loss clains paid by petitioner,
or challenge the anbunts of |oss and damage cl ai ns t hat
petitioner subtracted fromthe anmounts that it remtted to NUF

during 1984 in connection with NUF contract |MB 9310977.



b. Account i ng
For the taxable years ended Decenber 31, 1983 and 1984, UPS-

New York and UPS-Ohio were required to file annual reports with
the ICC and were required to follow the rules of accounting and
use the accounts established by the ICCin connection with |ICC
accounting and reporting requirenents. Petitioner was al so
required to foll ow Generally Accepted Accounting Principles. For
financial accounting and manageri al reporting purposes,
petitioner used a system of accounts that was generally the sanme
as the I CC system of account nunbers. However, petitioner's
expense accounts are nuch nore detailed than | CC expense accounts
used for | CC accounting purposes.

Wth respect to a shipnment nade by a regular custoner, there
was no change in the method in which journal entries were nmade in
1983 and 1984. Petitioner generally debited accounts receivable
and credited an interconpany account. Wen petitioner received
the EVC amounts fromits shippers, the anmounts were deposited in
petitioner's bank accounts. Petitioner paid shippers' clainms out
of corporate bank accounts.

Petitioner did make changes to its internal accounting
wor ksheets at its district level in 1984. The worksheets
detailed the EVC s differently in 1984 than in 1983. However,
petitioner's accounting journal entries were the sane in 1984 as

they were in 1983 at the district |evel.



- 40 -

C. Transacti ons Between Petitioner and NUF

Begi nning in January 1984, petitioner transferred excess
val ue amounts billed to its regul ar shippers and collected from
ot her shippers, net of clains paid in excess of $100, to NUF on a
monthly basis. Petitioner did not receive rei nbursenent or
conpensation from NUF for generating, billing, and collecting
EVC s or for processing the excess val ue cl ai ns.

In 1984, petitioner began preparing a "bordereau" statenent
whi ch summari zes, by State, the units of excess val ue purchased
by shi ppers and the clainms in excess of $100 paid to petitioner's
shi ppers. The bordereau statenent reflects total anmounts

transferred by petitioner to NUF during 1984 as foll ows:

Mont h G oss Preni um Clains Paid Net Prem um
Jan. $6, 441, 266. 73 $67, 764. 74 $6, 373, 501. 99
Feb. 8,872,879. 29 493, 372. 97 8, 379, 506. 32
Mar . 8, 204, 394. 80 1, 152, 402. 35 7,051, 992. 45
Apr . 7,543, 896. 37 1, 537, 670. 65 6, 006, 225. 72
May 7,564, 372.78 1, 945, 900. 71 5,618, 472. 07
June 9, 287, 618. 30 2,086, 223. 87 7,201, 394. 43
July 6, 999, 418. 50 1,970, 519. 97 5, 028, 898. 53
Aug. 9, 998, 146. 19 2,367, 289. 23 7, 630, 856. 96
Sept . 8, 034, 914. 33 2,098, 262. 38 5, 936, 651. 95
Cct . 8,522, 263. 90 2, 887, 865. 46 5, 634, 398. 44
Nov. 10, 600, 501. 16 2,922, 216. 00 7,678, 285. 16
Dec. 7,725,117. 32 2,554,523. 60 5,170,593.72

Tot al 99, 794, 789. 67 22,084, 011. 93 77,710, 777. 74

The category "Net Prem umi' represents EVC s billed to
petitioner's regular customers and coll ected from ot her shippers

fromeach of the States and the District of Colunbia, |ess clains
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over $100 remitted to petitioner's shippers during the nonth.
CGenerally, around the mddle of the nonth following billing to
regul ar shippers or collection fromwal k-in shippers, the net
anounts were remtted by wire transfers frompetitioner's account
to an NUF account. No interest on excess val ue anmounts that had
been col |l ected before the excess val ue anmobunts were transferred
to NUF was paid to NUF. During 1984, if a shipper did not pay a
bill that included decl ared excess val ue anounts, petitioner did
not reduce the anount transferred to NUF. [|f collection
activities occurred, petitioner attenpted to collect the entire
anmount due fromthe shipper, including any EVC s included in the
bill. Petitioner did not reduce the anmount transferred to NUF by
any anount uncollected or any cost it incurred in collecting
del i nquent EVC s.

d. Transacti ons Bet ween NUF and OPL

Begi nning in January 1984, after receiving the anounts
remtted to NUF by petitioner, NUF prepared a bordereau and
remtted the net amobunts shown on NUF' s bordereau to OPL by wire
transfer. The follow ng table summari zes the anmbunts and dates
of transfers made by NUF to OPL relating to excess val ue anounts

during 1984: 22

22The amounts shown in the table were rounded, resulting in
m nor di screpancies of a few dollars.
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Under - Taxes I nterest on

Mont h Pr emN'eEJ?Ts V\El|>’<|ptelnggs 58?122359 W'tzﬁﬂg? ds Wﬁuhnhdesi d N(Ett OPadg[gnt
Jan. $6, 373, 502 $76, 007 $264, 092 $6, 033, 403 - 0- - 0-

Feb. 8, 379, 506 104, 700 363, 788 7,911, 018 $45, 453 $45, 453
Mar . 7,051, 992 96, 812 336, 380 - 0- 113, 879 6, 732, 679
Apr . 6, 006, 226 89, 018 309, 300 - 0- 142, 349 5, 750, 256
May 5,618, 472 89, 260 310, 139 - 0- 113, 879 5, 332, 953
June 7,201, 394 109, 594 380, 792 - 0- 113, 879 6, 824, 888
July 5,028, 899 82,593 286, 976 - 0- 146, 416 4, 805, 745
Aug. 7,630, 857 117,978 409, 924 - 0- 109, 812 7,212,767
Sept . 5, 936, 652 94, 812 329, 431 - 0- 142, 349 5, 654, 758
Cct . 5, 634, 399 100, 563 349, 413 - 0- 113, 879 5, 298, 302
Nov. 7,678, 285 38, 663 434, 621 - 0- 113, 879 7,318, 880
Dec. 5,170, 594 - 0- 316, 730 - 0- 126, 081 4,979, 945
Tot al 77,710,778 1, 000, 000 4,091, 586 13,944, 421 1, 281, 855 59, 956, 626

This colum was arrived at by netting gross incone and | osses paid.

2Thi s columm contains the total anpunts included on the bordereau for
t axes, board and bureau charges, and Federal excise taxes.

%In 1984, the net anpunts to be remtted by NUF to OPL for January and
February were withheld in escrow by NUF.

“The "Net Payment to OPL" is calculated by reducing the net prem uns
shown in colum one by expenses, taxes, board and bureau charges, and funds
wi t hhel d and by increasing that anmount by interest on funds withheld.

NUF paid Hall $250,000 fromthe $1 mllion it received from
petitioner as fees. OPL ultimately recorded the funds received
inits general |edger.

C. FEI G PI P

Fireman's Fund | nsurance Co. (FFIC), through a policy sold
by Parcel Insurance Plan, Inc. (PIP), since 1966, offered excess
val ue protection for shipnments sent via petitioner, the U S.
Postal Service, and other carriers. Mst of FFIC PIP s business
cane frompetitioner's shippers. PIP tried to solicit business

frompetitioner's shippers who spent at |east $1,000 annually for
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EVC s. GCenerally, PIP charged 50 percent of the rate charged for
t he excess val ue coverage offered by petitioner to its shippers.
This anpbunted to a price of $0.125 per $100 of coverage.

PI P declined to provide coverage to certain high-risk
shi ppers and al so declined to provide coverage on certain types
of packages. However, PIP's marketing materials indicate that
shippers in industries with serious theft problens could still
participate, but they were charged nore than $0.125 per $100 of
coverage. |f such a shipper were accepted by PIP, PIP would
charge between $0. 15 and $0. 175 per $100 of coverage.

FFI C was responsi bl e for paynent of |osses and rei nbursed
PIP weekly for loss clains paid. For the years 1983 and 1984,
PIP's profit margi ns equal ed 36 percent and 34 percent,
respectively. PIP paid approxinmately 64 percent and 66 percent
for 1983 and 1984, respectively, of the anobunts collected to FFIC
for the parcel protection. For 1983, FFIC s gross profit margin
equal ed 27 percent of the premumwitten. ?

I1. Li berty Mutual |nsurance Policy

A | nsurance Policy Between Petitioner and Liberty Mitual

Li berty Mutual is a group of nutual insurance conpani es.
Li berty Mutual are multiline property and casualty insurers based

i n Boston, Massachusetts, which operate in all 50 States and the

2The "profit margin" is equal to premuns mnus clains paid
m nus conmmi ssi ons.
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District of Colunbia, Canada, and the U S. Virgin |Islands.
Li berty Mutual Fire Insurance Co. (Liberty Miutual Fire) is a
menber of Liberty Mitual

Li berty Mutual wrote workers' conpensation insurance in al
States except those that were "nonopolistic". In the eight
"nmonopol istic" States, only one State-affiliated conpany was
permtted to wite workers' conpensation policies. In 1984,
wor kers' conpensation policies accounted for 39.3 percent of
Li berty Mutual Fire's net premuns. |In 1984, Liberty Miutual Fire
wrot e workers' conpensation policies in California. California
| aw prohi bited i nsurance policies for California workers
conpensation risks fromalso insuring workers' conpensation risks
for other States. Thus, a California workers' conpensation
policy was always a "stand-al one" policy.

The initial premumfor a workers' conpensation policy in
California was determ ned by a statutory formula which took
account of the estimated payroll for each job classification.
However, an enployer's | oss experience could also affect the
premumif the enpl oyer received an "experience nodification"
fromthe State of California. GCenerally, California |aw permts
t he paynent of dividends by a nmutual insurance conpany but
prohi bits any individual or insurance conpany from prom sing the
future paynent of dividends under an unexpired workers

conpensation policy or msrepresenting the conditions for
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di vidend paynent. See Cal. Code Regs. tit. 10, sec. 2504 (1999).

From 1979 through 1983, petitioner self-insured its workers
conpensation risks in California. R L. Kautz, a conpany
unrelated to petitioner or Liberty Miutual, adm nistered this
program Liberty Miutual wote the workers' conpensation
i nsurance for petitioner in all other States that were not
nmonopol i stic during this period.

Any enployer in California seeking to be self-insured for
wor kers' conpensation nust submt an application to the State and
obtain State approval. Any enployer seeking to change from a
self-insured to an insured programfor workers' conpensation nust
al so submt an application to California and obtain State
approval .

On Cctober 3, 1983, M. Eugene Schoenl eber of petitioner's
i nsurance departnent requested that M. Al Sharlun submt a
proposal for taking over the adm nistration of petitioner's
California workers' conpensation programfromR L. Kautz. M.
Sharlun worked in Liberty Miutual's national sales departnent,
whi ch handl es | arge national accounts. Subsequently, petitioner
and Liberty Mutual agreed that Liberty Miutual would wite an
i nsurance policy for petitioner's 1984 California workers
conpensation liability.

On Decenber 15, 1983, the State of California sent a letter

to petitioner reflecting its understanding that it was the



- 46 -

intention of petitioner to wi thdraw from workers' conpensati on
self-insurance status in California. On Decenber 28, 1983,
petitioner sent a letter to the State of California confirmng
that Liberty Mitual Fire was taking over the managenent of al
open and cl osed self-insurance clains from 1979 through 1983.

The State of California granted petitioner's application to
termnate its self-insurance plan. As of January 1, 1984,
petitioner and Liberty Mitual entered into an insurance policy
Wi th respect to petitioner's 1984 California workers
conpensation liability. Petitioner was |isted as the insured.
The policy was issued by Liberty Miuitual Fire and was a
perm ssi bl e workers' conpensation policy in the State of
California. As part of the agreenent, Liberty Mitual Fire was
required to investigate and adjust all clains nade under the
policy. The policy provides coverage for conpensation and ot her
benefits required of petitioner by the workers' conpensation |aws
of California and provides coverage for all suns which petitioner
is legally obligated to pay as damages because of bodily injury
or accident or disease, including death arising out of the course
of enpl oynent.

Under the Participating Provision Endorsenment of the
i nsurance policy, petitioner was designated a menber of Liberty
Mutual, with a right to participate in the distribution of

di vidends. Dividends were determ ned by the board of directors
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of Liberty Mutual. This endorsenent provided that the policy was
nonassessable. As a nonassessabl e policyhol der, petitioner could
not be assessed for Liberty Miutual's | osses and expenses in
excess of the premuns paid for the 1984 California workers
conpensation policy. The Participating Provision Endorsenent
also reiterated the statutory provision in California which nade
it unlawful for Liberty Miutual to prom se the future paynment of
di vi dends before the expiration of the 1984 policy period, and
t he endorsenent noted that dividends are payable only as
determ ned by the board of directors of Liberty Miutual follow ng
the expiration.

The policy al so contained a Redeterm nati on Agreenent
Endor senent which provided that an initial apportionnment of
di vi dends nmay be nmade from a surplus accunmul ated fromthe
California workers' conpensation insurance follow ng term nation
of the policy. Further, the policy provided that if a subsequent
dividend is greater than the dividend previously paid to
petitioner, Liberty Miutual shall pay to petitioner the additional
di vi dend shown to be due. However, if the subsequent dividend is
| ess than the dividend previously paid to petitioner, petitioner
shall refund the amobunt by which the previous dividend exceeds
the current dividend.

The audited premumfor the policy is based upon actual

payrol |l amounts during the policy period for various job
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classifications, nultiplied by a standard rate set by the State
for each classification, and further nultiplied by an experience
nodi fication factor. The estimated nodified annual premumis
the amount initially paid to Liberty Mitual Fire, which is

det erm ned based upon estimates of payroll anobunts for the year
After the end of the year, the audited nodified premumis
determ ned based upon the final payroll figures for the year.

Under the policy, Hel msman Managenent, a subsidiary within
the Liberty Mutual group, would adm nister the runoff of the 1979
t hrough 1983 workers' conpensation self-insurance plan for
petitioner beginning in 1984 for a flat fee of $250,000. Liberty
Mut ual charged petitioner 12 percent of its workers' conpensation
| osses, subject to a maximumof $1.2 million, for the cost of
handl i ng t he workers' conpensation clains. Liberty Mitual
charged petitioner 1 percent of its audited premumfor excise
tax and 1 percent for managenent fees. Dividends were to be
declared and paid in accordance with California |l aw and the
determ nations of the board of directors of Liberty Mitual.

In 1984, petitioner nade prem um paynents to Liberty Muitual
in connection with the California workers' conpensation policy
and received a dividend paynent in 1985. During 1984, petitioner
al so continued to insure its workers' conpensation liability for
nost other States with Liberty Miutual. In April 1984, the

estimated premum for petitioner in California was calculated to
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be $14, 241,915. The $14, 241,915 estimated prem umwas paid to

Li berty Mutual by petitioner in nonthly installnments in 1984. By
April 1, 1985, Liberty Miutual conpleted its audit of the hours
wor ked by various classes of petitioner's enployees in California
and determ ned the audited premum After the audit, the
standard prem um for petitioner was increased by $204,496 to
reflect the actual anounts of petitioner's California payroll for
the year 1984.

In October 1985, Liberty Miutual Fire sent petitioner a
statenment show ng the first dividend adjustnent to the Liberty
Mutual policy. Every year thereafter through 1994, an annual
di vidend statenent was sent to petitioner reflecting further
di vidend readjustnents to the policy.

B. Li berty Miutual - OPL Rei nsurance Treaty

Ef fective January 1, 1984, Liberty Mutual and OPL entered
into a reinsurance treaty for petitioner's 1984 California
wor kers' conpensation liability, which was the subject of the
Li berty Mutual policy. Pursuant to the agreenent, in 1984
Li berty Mutual: Paid OPL $12,228,077.62 in premuns in nonthly
install nents; retained a ceding comm ssion of $1.2 mllion;
wi t hhel d and created an escrow of $480, 000 to cover OPL's
liability for |osses paid by Liberty Miutual; paid a Federal
exci se tax of $141,919.15; and retai ned a nanagenent fee of

$141, 918. 23.
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The agreenment, with respect to OPL's reinsurance of Liberty
Mut ual includes but is not limted to the followi ng terns:

1. OPL reinsured Liberty Miutual's UPS California workers
conpensati on exposure for |osses not exceedi ng $250, 000 from any
one accident. Liberty Miutual retained the exposure for |osses
exceedi ng $250, 000 from any one accident. Liberty Mitual also
retained the risk of nmultiple accidents with | osses in excess of
$250, 000.

2. Liberty Mutual Fire agreed to pay over to OPL an anount
equal to the prem uns received on the California workers
conpensation policy, |ess $50,000 for the retained | ayer of
liability for | osses above $250, 000, a managenent fee equal to 1
percent of the premium 1 percent of the prem umfor excise tax,
and a ceding comm ssion equal to 12 percent of the | osses
incurred. The ceding conmm ssion was capped at $1.2 mllion.

3. Liberty Mutual retained the obligation to investigate
and adjust all clains for the UPS workers' conpensation program
in California.

4. Liberty Mutual paid a 1 percent excise tax on
rei nsurance by a foreign insurer, pursuant to |I.R C. section
4371.

C. Ampunt in Dispute

On its 1984 Federal inconme tax return, petitioner deducted

the estimated prem um of $14,241,915 it paid to Liberty Mitual
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for California workers' conpensation coverage. By Decenber 31
1984, petitioner had incurred workers' conpensation |osses in
California that had been paid by Liberty Miutual in the anmount of
$2,714,500. Respondent disallowed $11, 527, 415% deducted on
petitioner's 1984 return. After concessions, the anount in
di spute with respect to the Liberty Mutual policy has been
reduced to $11, 151, 675. %

OPI NI ON

Excess Val ue Charges

Respondent determ ned that EVC s in the anmount of
$99, 794, 790 nust be included in petitioner's 1984 incone pursuant
to section 61. Section 61(a) provides in part that "gross incone
means all incone from whatever source derived". It is
fundanmental to our system of taxation that inconme nust be taxed

to the one who earns it. See Comm ssioner v. Cul bertson, 337

24Thi s anount represents the difference between the total of
$14, 241, 915 of deductions and the $2,714,500 actually paid out by
Li berty Mutual Fire in 1984 cl ai ns.

»®Respondent conceded a total of $375,740. See supra note
2. Thus, respondent's initial disallowance of $11,527,415 has
been reduced by $375, 740 to $11,151,675. The $375, 740 conceded
by respondent is made up of $325,740, representing a 12-percent
cl ai m adj ust nent expense for | osses paid in 1984 plus $50,000 in
premuns paid to Liberty Miutual for risk associated with clains
over $250, 000.

The $325, 740 conceded anmount was cal cul ated by respondent to
be an allocation of a portion of the total $1.2 mllion retained
by Liberty Miutual based on the ratio of 1984 clai m paynents to
total 1984 clains paid between 1984 and 1994.
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U S 733, 739-740 (1949). The incidents of taxation cannot be
avoi ded through an anticipatory assignnent of inconme. See United

States v. Basye, 410 U. S. 441, 447, 449-450 (1973); Lucas V.

Earl, 281 U S. 111, 114, 115 (1930). This has been described as

"the first principle of taxation". Conm ssioner v. Culbertson,

supra at 739. The question of who should be taxed depends on
whi ch person or entity in fact controls the earning of the incone

rather than who ultimately receives the incone. See Conm Ssioner

v. Sunnen, 333 U S. 591, 604-606 (1948); Corliss v. Bowers, 281

US 376, 378 (1930); Vercio v. Comm ssioner, 73 T.C 1246, 1253

(1980); see also Ronan State Bank v. Conmi ssioner, 62 T.C 27, 35

(1974); Anerican Sav. Bank v. Comm ssioner, 56 T.C 828 (1971);

Nat Harri son Associates, Inc. v. Conm ssioner, 42 T.C. 601

(1964). A taxpayer realizes inconme if he controls the

di sposition of that which he could have received hinsel f but
diverts to another as a nmeans of procuring the satisfaction of
his goals. The receipt of incone by the other party under such
circunstances is nerely the fruition of the taxpayer's econom c

gain. See Conm ssioner v. Sunnen, supra at 605-606; Helvering v.

Horst, 311 U. S. 112, 116-117 (1940).

Respondent does not, and need not, challenge OPL's separate
exi stence as a valid corporate entity. The classic assignnent of
i ncome cases involve persons and entities whose separate

exi stence was unquestioned. See United States v. Basye, supra;
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Lucas v. Earl, supra; Leavell v. Conm ssioner, 104 T.C. 140

(1995). The Suprenme Court's articulation of the assignnent of

i ncone doctrine requires no challenge to the separate existence
of the persons or entities to which the doctrine applies. As the
Court stated:

The entity earning the inconme--whether a partnership or
an individual taxpayer--cannot avoid taxation by
entering into a contractual arrangenent whereby that
income is diverted to sone other person or entity.

Such arrangenents, known to the tax | aw as
"anticipatory assignments of income,"” have frequently
been hel d ineffective as neans of avoiding tax
liability. * * * [United States v. Basye, supra at
449- 450. ]

Therefore, the issue we nust decide is whether petitioner, rather
than NUF and OPL, earned the EVC s.

During the years prior to 1984, petitioner properly reported
revenues from EVC s as incone for Federal incone tax purposes.
During those years petitioner perfornmed the follow ng EVC
functions and activities:

1. Mai nt ai ned and advertised the shipping activity,

whi ch provided a custoner base for petitioner's
excess value activity.

2. Printed shipping forns with an excess val ue el ection.

3. Publ i shed excess value rates in tariffs.
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4. Incurred liability for damage or | oss to packages in
excess of $100 when the shi pper decl ared such excess
val ue and paid an EVC. %¢

5. Bill ed shippers for EVC s.

6. Col | ected EVC s.

7. Deposited EVC s into petitioner's bank accounts.

8. Ret ai ned interest paid on EVC incone held in
petitioner's accounts.

9. Processed excess val ue cl ai ns.

10. Investigated excess val ue cl ai ns.

11. Traced | ost parcels.

12. I nspected damaged parcels.

13. Paid excess val ue cl ai ns.

14. Maintained a "loss prevention" manual and
personnel to audit and inplenment it.

15. Defended agai nst |awsuits brought by shippers whose
excess val ue clainms had been deni ed.

16. Incurred all costs associated with the adm nistration
of its excess value activity.

17. (Obtained and paid for catastrophic insurance

to cover its liability for |ost or damaged shi pnents.

2°pPetiti oner accepted liability for damage or loss to
packages up to $100 and rmade paynent for such | oss or danages.
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After January 1, 1984, petitioner continued to performall these
functions and activities. This continuity in petitioner's EVC
activity after January 1, 1984, was consistent with a plan
petitioner had fornul ated during 1983.

During 1983 petitioner asked AIGto submt a proposal for
restructuring petitioner's excess value program Al G s proposa
contenpl ated that NUF would performin a "fronting" capacity; a
capacity in which NUF woul d recei ve excess val ue i ncone under the
Shi ppers Interest contract and reinsure its liability under the
Shi ppers Interest contract wwth OPL. In his letter dated Apri
27, 1983, M. Corde, of Hall, stated that NUF would exist "in a
fronting capacity with essentially no risk or exposure to | oss
under the program”™ NUF retained an even $1 nmillion in 1984 as a
fronting service fee for agreeing to reinsure the Shippers
I nterest contract with OPL.?’

M. Snetana of Al G proposed that petitioner would continue
to collect EVC s from shippers, adm nister and pay all valid
clainms, and remt excess value anounts to NUF net of clains. M.
Snet ana al so proposed that petitioner be responsible for

uncol | ecti ble EVC s. M. Snetana reasoned that "since * * *

2TA front has been generally described as an arrangenent
wher eby an insurance conpany all ows anot her conpany to use its
name for a fee. See Ad Sec. Life Ins. Co. v. Continental 111.
Natl. Bank & Trust, 740 F.2d 1384, 1387 n.2 (7th Gr. 1984); see
al so Northwestern Natl. Ins. Co. v. Marsh & McLennan, Inc., 817
F. Supp. 1424, 1426 (E.D. Ws. 1993).
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[ AlG NUF] woul d have no control over the paynent of prem um by
shi ppers, * * * [AIG NUF] would not take on the responsibility
for any bad debt or uncoll ectables under the program" These
proposal s all becane part of petitioner's method of operation on
January 1, 1984.

Under the Facultative Rei nsurance Agreenent between NUF and
OPL, article |, itemB lists the Shippers Interest contract as
the policy to be reinsured. Under article XVIII, subparagraph
(A), neither NUF nor OPL could term nate the reinsurance
agreenent while the Shippers Interest policy remained in force.
Article XVIII1 further requires that only in the event that the
Shi ppers Interest contract is in fact termnated wll the
rei nsurance agreenent between NUF and OPL be term nated
simul taneously therewith. Either petitioner or the "Nanmed
| nsured” could cancel the Shipper's Interest contract under the
terns of that agreenent.?®

Begi nning in January 1984, petitioner transferred excess
val ue amounts billed to its regular shippers and collected from
ot her shippers, net of clains paid in excess of $100, to NUF on a
monthly basis. Petitioner did not reduce the anmobunts transferred

to NUF in order to conpensate itself for sales and marketing

W note that it is unrealistic to conceive of a situation
in which a single shipper could cancel the whol e Shipper's
Interest contract or that all the unrel ated shippers in unison
coul d cancel the contract.
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expenses that it incurred regarding the EVC s. Petitioner did
not charge either NUF or OPL for providing the point of contact
w th shippers who decl ared excess value and paid EVC s. No

i nterest on excess val ue amounts that had been coll ected before
t he excess val ue anounts were transferred to NUF was paid to NUF
During 1984, if a shipper did not pay a bill that included excess
val ue anmounts, petitioner attenpted to collect the entire anmount
due fromthe shipper, including any EVC s included in the bill.
Petitioner did not reduce the anmount transferred to NUF by any
anmount uncol l ected or any cost it incurred in collecting
del i nquent EVC s. Petitioner also adjusted and paid all clains
wWth respect to |l ost or damaged shipnents. Petitioner also

def ended agai nst shippers' clains that had been deni ed.
Petitioner did not reduce the anpunts it transferred to NUF in
order to conpensate itself for performng these activities and
did not otherw se charge NUF or OPL for perform ng any of these
activities.

Petitioner also continued to provide other services rel ated
to EVC s. Petitioner provided "controlled parcel handling"
procedures, which were expensive and tinme consum ng. Those
procedures included baggi ng, tagging, and tracking high val ue
packages that had declared val ues in excess of $100. Petitioner
mai ntai ned a | oss prevention departnment in which it enpl oyed

personnel to audit controlled parcel handling procedures. Such
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audits took place at petitioner's hub and delivery center
operations. Petitioner's special controlled parcel handling
procedure with respect to high-val ue packages constituted extra
services for shiprments whose decl ared val ue exceeded $100.
Petitioner did not reduce the anopunt transferred to NUF in return
for performng the controlled parcel handling procedures and did
not ot herw se charge NUF or OPL for perform ng these activities.
Bef ore January 1, 1984, petitioner performed all the
functions and activities related to the EVC s and was |iable for
t he damage or | oss of packages up to their declared value. After
January 1, 1984, petitioner continued to performall the
functions and activities related to EVC s, including billing for
and receiving EVC s, and remained |iable to shippers whose
shi pnents were danmaged or lost while in petitioner's possession.
Petitioner continued to receive shippers' clainms for |ost or
damaged goods, investigate and adjust such clains, and pay such
clainms out of the EVC revenue that it had collected from
shi ppers. The difference between petitioner's EVC activity
before and after January 1, 1984, was that after that date it
remtted the excess of EVC revenues over clains paid, i.e., gross
profit, to NUF, which, after subtracting relatively snal
fronting fees and expenses, paid the remainder to OPL, which was

essentially owned by petitioner's sharehol ders.
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The only potentially rel evant change that occurred on
January 1, 1984, was the introduction of the Shippers Interest
contract between petitioner and NUF and the Facultative
Rei nsurance Agreenment between NUF and OPL. Petitioner attenpts
to justify this arrangenment on the ground that it was based on
bona fi de business considerations and that the arrangenent had
econom ¢ substance. |[If on the other hand the arrangenment with
NUF and OPL had neither business purpose nor econom c substance,
ot her than tax avoi dance, the entire arrangenent has all the
earmarks of a classic assignnment of income wherein petitioner was
attenpting to assign EVC i ncone that had been earned through its
own services and activities to OPL for the benefit of
petitioner's and OPL's common shar ehol ders.

On brief, petitioner relies on Miline Properties, Inc. V.

Conmm ssioner, 319 U S. 436 (1943), for the proposition that it

may rearrange, change, and divi de business activities anong

business entities. W agree that, normally, a choice to transact
business in corporate formw || be recognized for tax purposes as
long as there is a business purpose or the corporation engages in

busi ness activity. See Northern Ind. Pub. Serv. Co. V.

Commi ssioner, 105 T.C. 341, 347-348 (1995) (citing Mline

Properties, Inc. v. Conm ssioner, supra at 438-439), affd. 115

F.3d 506 (7th Cr. 1997). As previously noted, OPL's separate

corporate existence is not being questioned. The issue thenis
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whet her the restructuring of petitioner's EVC activity in 1984 by
inserting NUF and OPL as part of the EVC transacti ons had
substance. |If these transactions |ack substance, then petitioner
engaged in an anticipatory assignnment of inconme and cannot avoid
taxation "no matter how clever or subtle" the arrangenent.

United States v. Basye, 410 U S. at 450. Wile a taxpayer may

structure a transaction to mnimze tax liability, that
transacti on nmust have econom c substance if it is to be respected

for tax purposes. See Kirchman v. Comm ssioner, 862 F.2d 1486

(11th Gr. 1989), affg. dass v. Conm ssioner, 87 T.C. 1087

(1986) .

The inquiry into whether transactions have sufficient
substance to be respected for tax purposes turns on both the
obj ective econom ¢ substance of the transactions and the

subj ective business notivation behind them See Kirchman v.

Commi ssi oner, supra at 1491-1492;2° see al so ACM Partnership v.

#In Kirchman v. Conmi ssioner, 862 F.2d 1486, 1492 (1lth
Cr. 1989), affg. dass v. Conm ssioner, 87 T.C. 1087 (1986), the
court observed:

Courts have recogni zed two basic types of sham
transactions. Shans in fact are transactions that
never occur. In such shans, taxpayers cl ai m deductions
for transactions that have been created on paper but
whi ch never took place. Shans in substance are
transactions that actually occurred but which lack the
substance their formrepresents. * * *

Because all the transactions at issue in this case actually
(continued. ..)
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Comm ssioner, 157 F.3d 231 (3d Cr. 1998), affg. in part and

revg. in part on another ground T.C Meno. 1997-115; Lernan V.

Conmm ssi oner, 939 F.2d 44, 53-54 (3d Cr. 1991), affg. Fox v.

Commi ssioner, T.C. Meno. 1988-570; Casebeer v. Conm ssioner, 909

F.2d 1360, 1363 (9th G r. 1990), affg. in part and revg. in part

on anot her ground Larsen v. Comm ssioner, 89 T.C 1229 (1987).

The objective and subjective prongs of the inquiry are rel ated
factors both of which formthe analysis of whether the
transaction had sufficient substance apart fromits tax

consequences. See ACM Partnership v. Conm ssioner, supra at 247;

Casebeer v. Conm ssioner, supra at 1363.

I n maki ng our determ nation as to whether a transaction has
substance, we will first | ook to whether the taxpayer had a
busi ness purpose for engaging in the transaction other than tax

avoi dance. See Frank Lyon Co. v. United States, 435 U S. 561,

583-584 (1978); Kirchman v. Conm ssioner, supra at 1492; Bai

Bonds by Marvin Nelson, Inc. v. Conmm ssioner, 820 F.2d 1543, 1549

(9th Gr. 1987), affg. T.C. Meno. 1986-23. The determ nation of
whet her the taxpayer had a | egitinmte business purpose in

entering into the transaction involves a subjective anal ysis of

29(. .. continued)
occurred, we limt our inquiry to the question of whether their
substance corresponds to their form
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the taxpayer's intent. See Kirchman v. Conmm ssioner, supra at

1492,

Petitioner argues that it had |egitinate business purposes
for entering into the arrangenent with NUF and OPL, other than
tax avoi dance. Petitioner specifically alleges that during 1983
it was seriously concerned that its continued receipt of the
excess val ue incone was potentially illegal under various State
insurance laws and that it was this concern that notivated it to
rearrange its nethod of handling its EVC activity. Therefore,
petitioner argues, the EVC i ncone cannot properly be considered

to belong to petitioner. Petitioner cites Bank of Coushatta v.

United States, 650 F.2d 75 (5th G r. 1981), as authority.

In Bank of Coushatta v. United States, supra, the taxpayer

bank was contesting the inposition of Federal inconme tax on
credit life insurance comm ssions, which the bank contended were
actually earned by one of its executives. See id. at 76. The
bank had transferred the credit life insurance business to the
executive because the bank believed that it woul d have been
illegal for it to continue to earn and receive insurance

comm ssions. The District Court reasoned that because there was
no show ng of any kind that the bank ever received the

conmi ssions as incone under section 61, the bank had not "earned"
the incone. See id. at 77. The Court of Appeals for the Fifth

Crcuit affirmed on the basis of the District Court's opinion.
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However, the Court of Appeals limted its holding to the
situation where the bank's decision to transfer the insurance
busi ness to the executive was notivated by the good faith belief
that it would be illegal for the bank to continue to earn and
receive insurance conm ssion income. See id. at 76. Therefore,

petitioner's ability to rely on Bank of Coushatta depends on

whet her petitioner's decision to transfer the excess val ue incone
to OPL through NUF was notivated by a good faith concern that it
was illegal for petitioner to continue to receive the excess

val ue income. W do not believe that this was petitioner's

pur pose.

M . Kenneth Johnson, head of petitioner's insurance
departnment, testified that in the early 1980's he | earned that
the collision damage waivers offered by the Hertz and Avis rental
car conpani es were being challenged by State insurance regul ators
as an illegal insurance business and that this caused himto
becone concerned that petitioner's excess value activity could be
viewed by State insurance regulators as engaging in an unlicensed
i nsurance activity. No State insurance regul ators had ever
questioned the legality of petitioner's EVC activity, and M.
Johnson was not aware that any such questions had ever been
raised with other carriers. M. Johnson testified that, because

of his concerns, he had a casual conversation with an
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acquai nt ance, M. Yudain, who was an insurance broker who told
hi mthat his concerns m ght have substance.

Both M. Johnson and M. Corde testified that they net in
1982 and had sone di scussion regarding the possibility that
petitioner's EVC activities mght run afoul of State insurance
regul ations. After M. Johnson net wwith M. Corde in 1982, M.
Corde sent M. Johnson a report on Septenber 7, 1982, discussing
the feasibility of creating a subsidiary to reinsure declared
val ue risks. The report stated:

It is our understanding that * * * [petitioner]

currently provides its custonmers with coverage for any

parcel s | ost or danmaged up to $100. Those parcels with

val ues in excess of $100 can be declared by the shi pper

and protection secured at a cost of $.25 per $100 of

value. Wiile this protection is not considered to be

insurance, it could be converted to insurance and that

i nsurance could be provided by a * * * [petitioner]

owned i nsurance conpany.

The report contains figures regarding petitioner's EVC revenues,
clains, and gross profits and di scusses the potential for
increasing profits. The report does not discuss problens with
State insurance | aws.

M. Johnson's conversation with M. Corde in 1982 appears to
be his and petitioner's last inquiry regarding problens with
State insurance regulation. Neither M. Johnson nor petitioner
sought | egal advice regarding these alleged concerns. In

addition, neither M. Johnson nor anyone el se on petitioner's

staff appears to have nmade an inquiry as to whether the EVC
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program as proposed to be restructured, mght violate State
i nsurance regul ations. No contenporaneously prepared docunentary
evi dence was presented to indicate that petitioner had such
concerns or to indicate that petitioner analyzed the all eged
probl em and consi dered the steps necessary to deal with its
al | eged concerns.®*® M. Johnson's testinobny on cross-exani nation
is revealing:
Q Your concern about possible state regulation, you
never discussed this with the [sic] anybody at the I1CC, did
you?
A | did not. No.

Q And you're not aware of anybody at UPS ever
di scussing it with anybody at the ICC

A |"'mnot aware of it.

During 1983, M. Corde of Frank B. Hall inquired about how
other Hall clients handl ed cargo coverage in connection with
anal yzi ng the proposed UPS decl ared val ue program M. Doug
Brown of Hall prepared an internal nenorandumto M. Corde dated
Mar. 2, 1983, outlining the arrangenents of other conpani es which
were Hall clients. The concl uding paragraph of M. Brown's
menor andum st at es:

In my discussions with Frank B. Hall people and
underwiters, the opinion with regard to the legality
of selling shippers interest when in fact neither
client is a licensed insurance agent was that provided
the carrier is sinply requesting an acceptance or
declination fromthe shipper for the insurance does not
put themin a brokerage or agency position. | find
this questionable especially since both clients that |
reviewed are doing very little donestic Shippers

I nt erest coverage, consequently, the problem may not
have arisen
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Q You're not aware -- you did not discuss it with
any state regul ators.
A No, | didn't.
Q Ei t her insurance or transportation
A That's correct.
Q

And you're not aware of anybody at UPS di scussing
it with any state regulators, insurance or transportation.

A. No, |'m not.

Q Throughout the entire tinme that UPS was
considering revising the excess value program it never
obtained a legal -- a witten legal opinion relating to
whet her the excess value activity could be construed as
I nsur ance.

A | did not.

Q And you're not aware of UPS doing it.

A No, |'m not.

Q And you never -- UPS never prepared an opini on of

even in-house counsel relating to whether the activity --
its excess value activity could be construed as insurance.

A Not that I'm aware of.
Q Pardon nme? | didn't hear you
A | said -- I'msorry -- not that |I'm aware of.

di d not request one.

Q Even after you became concerned and started with
t he negotiations, you didn't ask for an opinion, a |egal
opi ni on.

A No.

Q Ckay. You indicated yesterday you were concerned
about the Avis and Hertz collision damage wai ver cases.

A And liability insurance.
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Q And liability insurance cases. D d you ever
request a legal opinion as to whether UPS's activity was
simlar or distinguishable?

A No.

Q During the negotiations, did you ever request an
opi ni on regardi ng whet her federal transportation |aw
preenpted state regul ation?

A No, | didn't.

Q Ckay. At sone point in late 1984, UPS decided to
go forward with the transaction. Correct?

A 1983.

Q 1983. |'msorry.

A 1983, yes.

Q And it --

A | don't knowif it was late in 1983.

Q It's not ny intention to qui bble about the date.

Sonetinme in 1983, UPS decided to go forward.
A Yes.

Q And at sone point, the structure was fairly known
to you. National Union would be involved, and OPL woul d be
the reinsurer. |Is that correct?

A. Yes.

Q At that point in tinme, did you request a | egal
opinion as to whether that satisfactorily alleviated your
concerns about state regul ation?

No.
Q D d UPS?
A. Not that |'m aware of.

Q Now, was - -
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THE COURT: M. Johnson, could you speak up just a
little bit.
THE WTNESS: |'msorry, sir
BY MR KLETNI CK:

Q Was one of the aspects of your concern that UPS
enpl oyees were selling excess value units in 19837

A That was one of nmy -- ny concerns were that it was
of fered to our customers and they were accepting it in
1983.

Q And who was it offered by?

A It was in -- | guess, in our explanation of
service, and | assune the customer service people were
tal king to our custoners about it.

Q So they would, in effect, be selling excess val ue
units, wouldn't they?

A | think it would certainly look Iike that. Yes.
Q And so was that part of your concern?

A Yes, it was.

Q And they're not licensed as brokers.

A No, they're not.

Q They're not |icensed as agents.

A No, they're not.

Q And then if there's a claim UPS custoner service

personnel woul d on occasion settle the claim
A We had a clains departnent --
Q Ri ght .

A -- yes, in the conpany that would settle clains.
Yes.
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Q Al right. And those people weren't licensed in
vari ous states?

A No.
Q kay. So was that part of your concern?
A Yes.

. Okay. So now after NUF conmes into the picture,
the same UPS enpl oyees are still neeting with the
custoners. Correct? The shippers?

A Yes.

Q They're still selling the excess value units.
Ri ght ?

A | wouldn't characterize it as -- well, call it

selling if you want, but | don't --
Q Well, what would you call it?

A | don't know. | don't know what | would call it.
| don't really know how they did it is ny problem

Q They were going out and neeting with the
custoners, telling them about UPS s excess value -- the
excess val ue charges.

A Yes. |'msure they were.

Q So -- and -- but you did not take the next step
and obtain an opinion as to whether that would be
perm ssi bl e under state insurance | aws?

A No, | did not.

Wth nothing nore than the sketchy testinony about vague
concerns by M. Johnson, petitioner would have us concl ude that
it divested itself of a very profitable $100 million per year

revenue source that was based on a decades-old systemfor setting

shi pping rates that had consistently received approval of the



- 70 -

Federal and State Governnents. W do not believe that petitioner
woul d have restructured a significant portion of its business in
order to avoid a potential State |aw problem w thout having

t horoughly anal yzed and consi dered the matter and the

ram fications that any proposed change m ght have.

Had petitioner been seriously concerned with State insurance
regul ation, a logical question would have been whet her
petitioner's EVC activity regarding interstate transportati on was
preenpted by Federal law. The liability of an interstate carrier
for damage to a shipnent is a matter of Federal |aw controlled by

Federal statutes and decisions. See Mssouri Pac. RR v. Elnore

& Stahl, 377 U S. 134, 137 (1964); A T. dayton & Co. V.

M ssouri-Kan.-Tex. R R, 901 F.2d 833, 834 (10th Gr. 1990) ("The

Carmack Anmendnment codifies an initial carrier's liability for
goods |l ost or damaged in shipnent."). GCenerally, carriers are
liable for | oss or damage caused by themto property they

transport. See id.; see also Shippers Natl. Freight Cd aim

Council, Inc. v. I1CC 712 F.2d 740, 745 (2d Cr. 1983).

During the years in issue, pursuant to the Carnmack Amendnent

to the Interstate Commerce Act,?3 a notor common carrier could

31Al t hough the substance of the Carnmack Anendnent
(originally 49 U . S.C. sec. 20(11) (1906)) was recodified into 49
U S.C. secs. 11707, 10730, and 10103, these sections were
commonly terned the Carnmack Amendment. See Hughes v. United Van
Lines, Inc., 829 F.2d 1407, 1412 n.6 (7th Cr. 1987). Effective
(conti nued. ..)
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establish rates for the transportati on of property under which

the liability of the carrier was limted to a val ue established

31(...continued)
Jan. 1, 1996, the Carnmack Amendnent was again recodified at 49
U S C secs. 11706, 14706, and 15906. See Accura Sys., Inc. V.
Wat kins Motor Lines, Inc., 98 F.3d 874, 876 n.2 (5th Gr. 1996).

49 U.S. C. sec. 11707 (1994) provides in pertinent part:

(a)(1) A common carrier providing transportation
or service subject to the jurisdiction of the
Interstate Commerce Conmission * * * shall issue a
receipt or bill of lading for property it receives for
transportation * * *.  That carrier or freight
forwarder and any other conmon carrier that delivers
the property and is providing transportation or service
* * * are |liable to the person entitled to recover
under the receipt or bill of lading. The liability
i nposed under this paragraph is for the actual |oss or
injury to the property caused by [the carrier] * * *

* * * * * * *

(c)(4) A common carrier may limt its liability
for loss or injury of property transported under
section 10730 of this title.

49 U.S.C. sec. 10730(b) (1) (1994) provides:

[A] notor common carrier * * * may * * * establish
rates for the transportation of property (other than
househol d goods) under which the liability of the
carrier * * * for such property is limted to a val ue
established by witten declaration of the shipper or by
written agreenent between the carrier * * * and shi pper
if that value would be reasonabl e under the

ci rcunst ances surroundi ng the transportation.

49 U.S.C. sec. 10103 (1994) provides:

Except as otherwi se provided in this subtitle, the
remedi es provided under this subtitle are in addition
to renedi es existing under another |aw or at conmon
I aw.
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by witten declaration of the shipper or by witten agreenent
between the carrier and the shipper if that val ue would be
reasonabl e under the circunstances surroundi ng the
transportation. See 49 U S.C. sec. 11707(a)(1) (1994); see also

Fabul ous Fur Corp. v. United Parcel Serv., 664 F. Supp. 694, 696

(E.D.N. Y. 1987); Art Masters Associates, Ltd. v. United Parcel

Serv., 567 N E. 2d 226, 227-228 (N. Y. 1990). A notor common
carrier nmust publish and file with the ICC tariffs containing the
rates for transportation it may provide. See 49 U S. C sec.

10762(a) (1) (1994); Fabulous Fur Corp. v. United Parcel Serv.,

supra at 696.

Petitioner offered its interstate shippers "rel eased rates”
aut hori zed by a series of |ICC Rel eased Rate Orders (RRO) . 2
Petitioner filed tariffs and tariff supplenents during the years
in issue which determ ned rel eased val ue rates authorized by the
| CC by Rel eased Rates Decision MC-978. Under the "Damaged and
Uncl ai med Property" provision 535 of the tariffs, if the package
was danmaged by petitioner, petitioner was |iable to the shipper
to pay the full actual or declared value of the property,
whi chever was | ower. Under the "Method of Determ ning Rates”
provision of the tariffs, if a shipper did not declare value in

excess of $100, petitioner collected its base rate and its

2Sim lar orders were issued by each State relating to
intrastate orders.
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l[iability was limted to $100. |If a shipper declared value in
excess of $100, petitioner collected its base rate plus an EVC of
25 cents per $100 of additional declared value and its liability
equal ed the anmount of val ue declared. Thus, the EVC was part of
the rate charged by petitioner, and the rates, including the EVC
were determ ned under the tariff. Under both Federal |aw and the
provisions of the tariff, petitioner was |liable for damage to

shi ppers' packages up to the declared value or $100 if no val ue
was decl ar ed.

Even if petitioner's excess value activity could be
characterized as sone formof "insurance" under the various State
| aws, Federal |aw appears to preenpt State law with regard to the
liabilities of interstate carriers. The Suprene Court addressed
the preenptive scope of the Carmack Anendnent, relating to State

regul ation of carrier liability, in Adans Express Co. V.

Croni nger, 226 U.S. 491 (1913). There, the Court held:

Al nost every detail of the subject is covered so
conpletely that there can be no rational doubt but that
Congress intended to take possession of the subject and
supersede all state regulation with reference to it.

* * * []d. at 505-506.]

Later, in Mffit v. Bekins Van Lines Co., 6 F.3d 305 (5th Gr

1993), the Court of Appeals for the Fifth Crcuit addressed the
Carmack Anmendnent and st at ed:
a purpose of the Carmack Anendnent was to "substitute a

par anmount and national law as to the rights and
liabilities of interstate carriers subject to the
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Amendnent." This Court, furthernore, adopted the
Suprene Court's | anguage in Adans Express Co.:

That the |egislation supersedes all the
regul ations and policies of a particular
state upon the sane subject results fromits
general character. It enbraces the subject
of the liability of the carrier under a bil
of | ading which he nust issue, and limts his
power to exenpt hinself by rule, regulation,
or contract.

To hold that the liability therein
decl ared may be increased or dim nished by
| ocal regulation or |ocal views of public
policy will either nmake the provision |ess
t han suprene, or indicate that Congress has
not shown a purpose to take possession of the
subject. The first would be unthinkable, and
the latter would be to revert to the
uncertainties and diversities of rulings
which led to the anendnent. [ld. at 306-307
(citing Alr Prods. & Chens. v. Illinois Cent.
@Qlf RR, 721 F.2d 483, 486 (5th Gr. 1983)
(quoting Adans Express Co. v. Croninger,
supra at 505-506)).]

Petitioner has successfully asserted that the Carmack
Amendnent preenpted State | aw which m ght otherw se govern a

shipper's claimfor danmage to packages. See Plaid Graffe, Inc.

V. United Parcel Serv., Inc., No. 94-1002-PFK (D. Kan., Sept. 26,

1994); Art Masters Associates, Ltd. v. United Parcel Serv., supra

at 228-229. Petitioner simlarly defended itself in other

actions by shippers for recovery of |ost or danaged shipnents. 3

3¥n United Parcel Serv., Inc. v. Smith, 645 N.E. 2d 1 (Ind.
Ct. App. 1994), petitioner appealed froman action in which 3 enn
Smth, the shipper, filed suit against petitioner regarding an
all egedly lost shipment. M. Smith sought to recover $995, the
(conti nued. ..)
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Whil e we need not specifically deci de whet her Federal |aw
preenpts State insurance laws with respect to petitioner's excess
val ue activity, we believe that petitioner was well|l aware of the

preenption position and had good reason to believe that it

33(...continued)
val ue of the | ost package, frompetitioner. On appeal,
petitioner advanced the position that

Congress clearly intended the Carmack Amendnent to
preenpt all state regulation of clains against conmon
carriers for interstate ground shipnents, and the
Suprene Court has specifically so held * * *

[ Appel l ant's Opening Brief at 14, United Parcel Serv.,
Inc. v. Smith, supra.]

The I ndiana Court of Appeals concluded that "49 U S.C. 8§ 10101 et
seq., the Interstate Commerce Act, and specifically those
portions known as the Carmack Amendnent, preenpt all state

regul ation of interstate ground shipnents.” [d. at 3 (fn. ref.
omtted).

In Sinmmons v. United Parcel Serv., 924 F. Supp. 65 (WD
Tex., 1996), M. Janes W Simmons filed suit in the State
District Court of Bexar County, Texas agai nst petitioner
regarding two 1994 excess val ue shipnents. M. Simons sought to
recover $49,000 in damages. On notion by M. Simons to remand
to the State Court, petitioner alleged that the Carmack Amendnent
conpletely preenpted all State |law clainms. The court stated:

Under the "conplete pre-enption doctrine,” once an area
of state | aw has been conpletely pre-enpted, any claim
purportedly based on that pre-enpted state lawis
considered, fromits inception, a federal claim and
therefore arises under federal law. * * * Both the
Suprene Court and the Fifth Crcuit have held that the
Car mack Anendnment preenpts all state |aw cl ai ns agai nst
a common carrier. * * * [ld. at 67 (citing Adans
Express Co. v. Croninger, 226 U S. 491 (1913); Mffit

v. Bekins Van Lines, Co., 6 F.3d 305 (5th Gr. 1993)).]

The court held that the "conplete pre-enption” doctrine applied
and that renoval from State court was proper. See id.
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applied.3** Neverthel ess, petitioner made no attenpt to anal yze
the issue or obtain |egal advice before deciding to restructure
the EVC part of its business. This |eads us to believe that

petitioner's interjection of NUF and OPL into its excess val ue
activities in 1984 was not done in order to avoid running afoul

of State insurance | aws and regul ations. *®

3petitioner has not attenpted to draw a distinction between
concerns about interstate versus intrastate matters. According
to the testinony of petitioner's former chairman and CE. O, in
excess of 75 percent of petitioner's volunme in 1984 consisted of
interstate shipnments and 98 percent of petitioner's volune in
1984 consi sted of ground transportation. As previously
i ndi cated, petitioner obtained authorization for its pre-1984 EVC
activities fromthe required State transportation authorities,
and no State had asserted that petitioner was not in conpliance
with State insurance | aw.

®As stated by Dr. Shapiro in his expert report:

Assuming the risk of state regulation was real
abandoni ng a profitabl e business because of this risk
is equivalent to burning down the barn to get rid of
the rats. Even if you solved the problem the price
was too high

* * * * * * *

Based on ny busi ness experience, it is ny
strongly-hel d opinion that a conpany woul d not wal k
away from such a val uabl e busi ness on a nmere suspicion
that it m ght be subject to an added risk of
regul ation. Rather, in such a situation, the conpany
would first nmeet with | egal counsel to get an opinion
as to the |ikelihood and busi ness consequences of such
regulation. Next, it would analyze the financial
i npact of such regulation and explore how it mght be
able to legally avoid, mninmze, or delay the inpact of
any potential regulation. * * * [Fn. ref. omtted.]
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Assuming that petitioner's excess value activity m ght have
been considered "insurance" subject to regul ati on under vari ous
State laws, petitioner's "restructured" nmethod of handling EVC s
woul d al so seemto violate State | aws. For exanple, in sonme
States the sale or solicitation of insurance w thout
authorization is a violation of State statutes. See, e.g., Cal.

I ns. Code sec. 700 (West 1993);3%® N. Y. Ins. Law sec. 109(a)

%Cal . Ins. Code sec. 700 (West 1993) provides:

8700. Admttance required; penalties; conpliance; hearings;
i ssuance of certificate

(a) A person shall not transact any class of
i nsurance business in this state without first being
admtted for that class. Adm ssion is secured by
procuring a certificate of authority fromthe
commi ssioner. The certificate shall not be granted
until the applicant conforns to the requirenents of
this code and of the laws of this state prerequisite to
its issue.

(b) The unl awful transaction of insurance business
inthis state in willful violation of the requirenent
for a certificate of authority is a public offense
puni shabl e by inprisonnent in the state prison, or in a
county jail not exceeding one year, or by fine not
exceedi ng one hundred thousand dollars ($100,000), or
by both, and shall be enjoined by a court of conpetent
jurisdiction on petition of the comm ssioner.

Cal. Ins. Code sec. 35 (West 1993) provides:
835. Transact

"Transact"™ as applied to insurance includes any of
the foll ow ng:

(a) Solicitation.
(conti nued. . .)
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(McKi nney 1985).3% During 1984, petitioner provided its shippers

N. Y.

3¢(...continued)
(b) Negotiations prelimnary to execution.

(c) Execution of a contract of insurance.

(d) Transaction of matters subsequent to execution
of the contract and arising out of it.

N.Y. Ins. Law sec. 1102 (MKinney 1985) provides:
81102. Insurer's license required; issuance

(a) No person, firm association, corporation or
j oi nt-stock conpany shall do an insurance business in
this state unless authorized by a license in force
pursuant to the provisions of this chapter, or exenpted
by the provisions of this chapter from such
requi renent. Any person, firm association,
corporation or joint-stock conpany which transacts any
i nsurance business in this state while not authorized
to do so by a license issued and in force pursuant to
this chapter, or exenpted by this chapter fromthe
requi renment of having such license, shall, in addition
to any other penalty provided by law, forfeit to the
peopl e of this state the sum of one thousand doll ars
for the first violation and two thousand five hundred
dol l ars for each subsequent violation

Ins. Law sec. 1101(b) (1) (MKinney 1985) provides:
8§ 1101. Definitions; doing an insurance business

(b) (1) Except as provided in paragraph two hereof,
any of the following acts in this state, effected by
mail fromoutside this state or otherw se, by any
person, firm association, corporation or joint-stock
conpany shall constitute doing an insurance business in
this state and shall constitute doing business in the
state within the neaning of section three hundred two
of the civil practice |aw and rul es:

* * * * * * *

(conti nued. ..)
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with the necessary forms upon which the shippers could declare
excess value. The package pickup record was used by petitioner
to bill shippers for the EVC s sold. Petitioner received and
deposited EVC incone in its corporate accounts. Thus, assum ng
that the Shippers Interest Programwas insurance, petitioner sold
or solicited the putative insurance in 1984. Petitioner also
received, reviewed, defended, and paid clainms. By selling the
Shi ppers Interest policy, collecting the prem uns, and adjusting
clains without the appropriate |icenses, petitioner would

seem ngly have been in violation of State statutes prohibiting
the sale, collection of premum and adjustnent of clains rel ated
to the NUF insurance policy. It strains credulity to believe
that petitioner attenpted to avoid the requirenents of State
statutes by restructuring its excess value activity in a manner

t hat arguably caused petitioner to remain in violation of State
statutes.® Had such a restructuring occurred to avoid violating

State law, we believe that a | arge successful corporation such as

37(...continued)

(C collecting any prem um nenbership fee,
assessnment or other consideration for any policy or
contract of insurance;

%] ndeed, on the question of whether petitioner's EVC
activity constitutes "insurance", petitioner fails to make any
meani ngful di stinction between the pronmise to "insure" the first
$100 of value in return for a shipping fee, which petitioner
continued after Jan. 1, 1984, and the excess value activity.
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petitioner would have thoroughly analyzed the | egal and business
ram fications. That was not done.

Petitioner also argues that one of its business purposes for
restructuring the EVC activity was to | everage the excess val ue
profits into the creation of a new rei nsurance conpany, which
over time could become a full-line insurer. W have no doubt
that transferring the profits fromthe EVC activity, tax free,
could provide OPL with the capital to becone a full-line insurer
of other risks. But any investnment of noney into OPL could
acconplish this purpose. The question here is whether petitioner
earned, and nust pay tax on, the funds ultinmately transferred to
OPL or whether the EVC profits were earned by NUF and OPL. The
pur pose for which the profits were ultimately used, or intended
to be used, does not answer the question before us.

Petitioner alleges that another business purpose for
restructuring its EVC activity was to enable it to increase its
rates. Petitioner argues that by renoving the excess val ue
revenue fromits operating ratio conmputation, it could obtain
| arger rate increases than woul d have ot herwi se been possi bl e.
Petitioner historically targeted a 90-percent operating ratio on

its ground transportation business.® Petitioner alleges that

Petitioner's operating ratio was conputed as a ratio of
operating expenses to operating revenue. An operating margin is
the inverse of an operating ratio. Thus, a 90-percent operating

(conti nued. ..)
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its operating ratios played an inportant role in obtaining rate
I ncreases.

We do not believe that petitioner shifted EVC inconme to OPL
in order to justify raising its rates. The 90-percent operating
ratio was a standard set by petitioner rather than a Federal or
State regul atory mandate. The Motor Carrier Act of 1980 (MCA),
Pub. L. 96-296, 94 Stat. 793, provided for a Zone of Rate Freedom
(ZORF) for notor common carriers and freight forwarders. ZORF
allowed for the filing of rate increases up to 10 percent above
the rate in effect 1 year before the effective date of the
proposed i ncrease or a decrease of as nuch as 10 percent bel ow
the lesser of the rate in effect on July 1, 1980, or the rate in
effect 1 year before the effective date of the proposed rate.

See MCA sec. 11, 94 Stat. 801.4 Petitioner did not offer any

39(...continued)
ratio is equal to a 10-percent operating margin.

“0The pertinent portion of the Motor Carrier Act of 1980,
Pub. L. 96-296, sec. 11, 94 Stat. 801, provided:

ZONE OF RATE FREEDOM FOR MOTOR CARRI ERS OF PROPERTY AND
FREI GHT FORWARDERS

Sec. 11. Section 10708 of title 49, United States
Code, is anended by adding at the end thereof the
fol |l ow ng new subsecti on:

(d)(1) Notwi thstanding any other provision of this
title, the Comm ssion may not investigate, suspend,
revise, or revoke any rate proposed by a notor conmon
carrier of property or freight forwarder on the grounds
(continued. ..)
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credi bl e evidence that the various Federal and State regul atory
agenci es woul d have denied a rate increase had it retained the
EVC inconme. Petitioner's primary consideration in setting rates
was fairness and conpetition, according to its fornmer executives.
| ndeed, the testinony of petitioner's former executives indicates
that they could have sought greater rate increases under ZORF

t han what was requested and that they were not concerned about
maxi m zing rates. In Novenber 1984, petitioner sought and
obtained fromthe I CC and various State regul atory bodies a 5.45-
percent rate increase effective January 1, 1985. Petitioner's
rate increase of 5.45 percent was 4.55 percent |ess than the

maxi mum i ncrease all owed by ZORF

40(...continued)
that such rate is unreasonable on the basis that it is
too high or too lowif--,

(A) the carrier notifies the Conm ssion that it
wi shes to have the rate considered pursuant to this
subsection; and

(B) the aggregate of increases and decreases in
any such rate is not nore than 10 percent above the
rate in effect one year prior to the effective date of
t he proposed rate, nor nore than 10 percent bel ow the
| esser of the rate in effect on July 1, 1980 (or, in
the case of any rate which a carrier first establishes
after July 1, 1980, for a service not provided by such
carrier on such date, such rate on the date such rate
first becones effective), or the rate in effect one
year prior to the effective date of the proposed rate.
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M. Kent C. Nelson who, during the years in issue, was a
menber of petitioner's board of directors and was petitioner's

chief financial officer, testified as foll ows:

Q M. Nelson, | believe you nentioned earlier
you were famliar with the rate increase in January
19857

A Yes.

Q Was that rate increase higher or |ower
because of the spinoff of the [excess val ue] business?

A It's hard to tell, because the projection
process projects increased volune, projected | abor
costs, and the revenue that we had from grow ng
busi nesses that are profitable. And it all cones
together the way it conmes together. | don't know if it

woul d have had any effect on it at the tinme. It would
be conjecture on ny part.

* * * * * * *

Q Assunming that all other factors were equal
did the rate increase in 1985 increase or decrease
because of the transfer of the excess val ue busi ness.
A | don't think it nade any difference.
Li ke petitioner's other alleged business justifications for
restructuring its EVC activity, there is no contenporaneous
docunentation that petitioner investigated or considered the
i npact that restructuring its EVC activity would have on its
shi ppi ng rates.
Petitioner also argues that by restructuring the EVC

activity, it enhanced protection of the assets of its core

transportation activity fromthe risks associated with assum ng



- 84 -

liability for declared value in excess of $100. 1In order to
evaluate this all eged business purpose, we will |ook to whether
petitioner actually transferred or reduced its liability to

shi ppers in any neani ngful sense. |In other words, did the
rearranged EVC activity have any real econom c inpact on
petitioner?

In 1983, petitioner supplenented tariffs filed wwth the I1CC
on behal f of UPS-New York and UPS-Chio. Suppl enent provision
540-A to the tariffs provided that petitioner "may" remt excess
val uation charges to an insurance conpany as a prem um for excess
val uation cargo insurance on the shipper's behalf. However,
suppl enment provi sion 540-A also stated that in the event that the
i nsurance conpany failed to pay any claimfor |oss or damge to
t he shipper's property under the policy, petitioner would remain
liable for any |l oss or danmage within the limts declared and paid

for.4

“Petitioner's service explanation also states that if NUF
fails to pay any claimfor |oss of or damage to the shipper's
property, petitioner will remain |iable for |oss or damage within
the declared limts of the Shippers Interest contract.

The Shi ppers Interest contract docunment specifically lists
t he shi ppers under the "nane and address of insured". However,
the contract docunent also lists the address of the insured to be
that of petitioner's world headquarters. Under the cancellation
provi sion of the Shippers Interest contract, either petitioner or
the "Named | nsured” could termnate the contract. Thus,
petitioner had the power to cancel the insurance policy that
petitioner alleges was between its shippers and NUF. O course,

(conti nued. ..)
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Pursuant to tariff provision 510, filing of clains, shippers
were required to allege in witing, anong other things, that
petitioner was liable for the | oss or danage. Pursuant to tariff
provision 520, tinme limt for filing clainms, petitioner was
relieved of liability under its tariff if the shipper did not
file aclaimwith petitioner or institute a |awsuit agai nst
petitioner within 2 years and 1 day from when petitioner notified
t he shi pper that the claimhad been disallowed by petitioner.
Under this provision, shippers were required to bring an action
agai nst petitioner in order to pursue their clainms for damage or
| oss of packages. Each of the above-nentioned provisions existed
in petitioner's tariffs before and during 1984. On the basis of
Federal |aw and the provisions that remained in petitioner's
tariffs, liability continued to arise under such tariffs in 1984.

Petitioner treated liability for |oss or damages associ at ed
with EVC s as arising frompetitioner's tariffs in accordance
with Federal |aw. Upon conmmencenent of a relationship with its
shi ppers, petitioner provided nost shippers with a copy of
petitioner's service explanation. While the service explanation
referred to NUF and the Shippers Interest contract, petitioner

did not generally provide a copy of the Shippers Interest

4(...continued)
petitioner would in any event have remained liable to its
shi ppers for damage cl ai ns.
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contract to each of its shippers. As a result of tariff
requi renents 510 and 520, rather than filing clains with NUF
under the Shippers Interest contract, shippers were required to
file a claimonly "against" petitioner within a specific tine in
order to be conpensated for |oss or danage. Even at the point
when petitioner adjusted shippers' clains, petitioner does not
appear to have inforned the shippers that NUF was the insurer of
the claimor that the shippers had any recourse agai nst NUF
Thus, shippers' clainms were presented to and resol ved by
petitioner in accordance with the provisions of the tariff.
Petitioner represented to its custoners in its quarterly
publications that petitioner was |iable for |ost or damaged
packages. | n Decenber 1983, petitioner's Roundups newsletter
informed its custoners that petitioner's drivers would | eave
packages w thout signatures at certain delivery locations. 1In
the newsletter, petitioner assured its shippers that UPS woul d
continue to assune liability for |ost and damaged packages up to
$100 or the declared value. On the basis of the foregoing facts,
we find that after January 1, 1984, petitioner remained liable to
shi ppers who had decl ared a val ue in excess of $100.

There still remains the question of whether the arrangenent
with NUF and OPL sufficiently reduced petitioner's financi al
exposure to be recogni zed as having econom c substance. The

Shi ppers Interest contract provided that NUF was not |iable for
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the first $100 of value, and in no event did NUF s liability
exceed the declared val ue of a shipper's package. The Shi ppers
I nterest contract also provided that if petitioner's liability
for 1 oss or danage to a shipper's package was covered by anot her
i nsurance policy, then NUF would not be |iable for the anount
covered by petitioner's other insurance policy. Oher insurance
di d exist.

Thr oughout 1984, petitioner maintained an i nsurance policy
with Affiliated FM I nsurance Co. (AFM policy) that covered
petitioner's liability for | oss or danage to shipper's
packages.*? Petitioner paid annual installnment prem uns of
$356, 945 of which $86, 820 was allocated to property value rel ated
to parcels in transit. Under the policy, $86,820 of annual
prem um provi ded coverage for an average daily parcel val ue of
$354, 369, 000. The AFM policy provided for a $25,000 deducti bl e
to all loss clains arising out of a | oss occurrence.

To the extent that other insurance did not exist, the
Shi ppers Interest contract generally did not limt clainms to any

maxi mum anount per | oss occurrence.*® The AFM policy covered

“?Petitioner's purchase of the AFM policy and its operation
effect of covering "petitioner's liability" for packages shi pped
during 1984 is inconsistent with petitioner's argunment that it
had no such liability to shippers after Jan. 1, 1984.

“Wth respect to packages sent "UPS 2nd day Air" or "UPS
next day air", the Shippers Interest contract limted NUF s
(continued. ..)
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petitioner's liability for package | osses related to any single
occurrence to the extent the liabilities were greater than

$25, 000 but did not exceed $10 million. Thus, there was a

t heoretical exposure for NUF and OPL, to the extent that one or
nore | oss occurrences resulted in nmore than $10 million in |oss
per occurrence. For exanple, if petitioner incurred liability to
shippers as a result of a single occurrence of three tines the
$10 mllion limt that petitioner was insured for under the AFM
policy in 1984, NUF/ OPL woul d have been |iable for approxi mtely
$20 million.* (Twenty mllion dollars in additional clains

woul d have reduced the gross profit percentage fromEVC s in 1984
from 78 percent to 58 percent.) Even in this unlikely event,
excess val ue revenue in 1984 woul d have exceeded over two tines

t he anobunt of clainms paid. Considering the extrene magnitude of
a catastrophe that would have to occur before clains exceeded
excess value revenue in a given year, we again find it
unrealistic that petitioner or NUF/OPL would realize a loss in

its excess value activity.*

43(...continued)
liability to $25, 000 per package.

“Di sregardi ng the $25, 000 deductible, petitioner would have
coverage of $10 mllion under the AFM policy, and NUF/ OPL woul d
be liable for clains in excess of that.

The only potential financial benefit that petitioner could
realize fromits arrangement with NUF and OPL was if liabilities
(continued. ..)
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Petitioner nmust have drawn the sane conclusion. Through the
AFM policy, petitioner was able to cover its liability for up to
$10 mllion for any single occurrence in return for prem uns of
$86, 820.4 This anbunt of premumis |less than one-tenth the
anount petitioner agreed to pay NUF to be a "front" in the
restructuring of the excess value activity. NUF and OPL were not
liable for |losses attributable to a single occurrence, to the
extent such | osses were between $25, 000 and $10 milli on.
Petitioner, in turn, was not dependent upon NUF and OPL for
si ngl e-occurrence catastrophic | osses above the deducti bl e of
$25, 000 and under $10 million but would have been able to procure
coverage for such liability in excess of $10 nmillion for a
relatively nom nal prem um

Petitioner had a conservative, risk-averse insurance
phi | osophy and sought to have sufficient coverage to protect its
assets froma catastrophe. 1In 1983, petitioner considered
raising the $10 million AFMpolicy Iimt to $20 mllion. 1In a
| etter dated May 26, 1983, sent by M. Ednmund M hich, of Hall, to
M. Johnson and M. Eugene Schoenl eber of petitioner's insurance

departnent, M. Mhich wote:

45(...continued)
for | ost and damaged shi pnments were to exceed EVC revenue that it
had gi ven up

“eThi s AFM coverage excludes liabilities of up to $25, 000
per occurrence.
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Please allow this letter to confirmour tel ephone
di scussion of May 25, 1983 with regard to the * * *
[ AFM pol i cy] .

* * * * * * *

Wth regard to your interest in increasing the unnanmed

location and transit sub-limts from $10, 000,000 to

$20, 000, 000, All endal e has requested to be provided

with the exposure data which creates this request.

Gene, as | indicated to you on the tel ephone, it was

Al l endal e' s understandi ng that the present $10, 000, 000

l[imt provided was far nore than sufficient. * * *

Wth regard to the transit limt, Allendale was under

the inpression that there was no situation in which the

exposur e approached anywhere near the $10, 000, 000 narKk.
Both Allendale (AFM s parent) and Hall considered petitioner's
AFM policy limt of $10 mllion to be substantially nore coverage
t han necessary to insure against |osses that petitioner's transit
operation exposed petitioner to. Petitioner chose not to
increase the limts on the AFM policy to $20 million, further
indicating to us that there was no realistic possibility that
petitioner or NUF/OPL would realize a loss in its excess val ue
activity. Because the AFM policy was in effect before, during,
and after the tinme when petitioner restructured its excess val ue
activity, we do not find any relationship between petitioner's
goal of protecting against catastrophic |oss and the

restructuring of petitioner's excess value activity.?

“’An endor senent was added to the Affiliated FM policy
effective Jan. 1, 1984, which referred to the Shippers Interest
contract. However, petitioner maintained the sanme |evel of
coverage and deductible of the Affiliated FM policy that existed

(continued. ..)
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The AFM policy did not provide benefits for damage to
packages bel ow t he $25, 000 single occurrence deductible. Such
| osses could also theoretically have exceeded EVC revenue.
However, petitioner's excess value |osses were part of a very
| arge uni verse of shipnments, and the ratio of |losses to EVC s
remai ned consi stent over many years and was therefore
predi ctable.*® The follow ng schedul e reveal s the consi stency of

clainms paid by petitioner for damages in excess of $100:

47(...continued)
before the execution of the Shippers Interest contract.

“8pet i ti oner had been engaged in a decl ared val ue program
since the 1950's.



Cl ai ms Over EVC s | ess
Year EVC s $100 Pai d* Clains Paid Rat i 02
1979 $49, 200, 000 $13, 800, 000 $35, 400, 000 72.0%
1980 57,900, 000 16, 200, 000 41, 700, 000 72.0
1981 70,512, 000 20, 007, 000 50, 505, 000 71.6
1982 73, 816, 000 21,372,000 52, 444,000 71.0
1983 78, 000, 000 23, 000, 000 55, 000, 000 70.5
1984 99, 794, 790 22,084,012 77,710,778 77.9
1985 119, 077, 863 36, 236, 469 82,841, 394 69. 6
1986 140, 255, 469 43, 499, 702 96, 755, 767 69.0
1987 161, 098, 590 52, 509, 376 108, 589, 214 67. 4
1988 187, 106, 344 67, 230, 962 119, 875, 382 64.1
1989 208, 596, 033 77,214,084 131, 378, 949 63.0

!Amounts in this colum for 1979 and 1980 are esti nated
anmount s.

2This columm represents the ratio of excess val ue incone
| ess clains paid divided by total excess val ue incone.
Petitioner's excess value clains paynents over 11 years never
exceeded 40 percent of the total excess val ue incone.
Consi dering the consistency of the ratio of |oss clains paynents
to EVC revenue fromyear to year, we find that the possibility
that total cunul ative annual paynents for shipping | osses from

singl e occurrences involving |l ess than $25, 000 m ght exceed EVC

revenue was so renote, that for all practical purposes, it was
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nonexi stent.* As a result, the level of risk, if any, that was
shifted frompetitioner to NUF and OPL was insignificant.

The possibility that cunul ative catastrophic |losses in
excess of the $10 million per-occurrence limt on the AFM policy
woul d occur, and that clains for occurrences involving | ess than
$25, 000 woul d i ncrease dramatically, and that, either
individually or in conbination, they would exceed total EVC s,
was i nprobable, unrealistic, and insignificant. W find that
t hese theoretical possibilities had nothing to do with
petitioner's notivation for transferring the EVC profits, |ess
fronting costs, to OPL and that the insertion of NUF and OPL into
petitioner's EVC activity provided no significant nontax benefit

to either petitioner or its shippers.

“\We agree with respondent's expert M. Edward T. Kell ey,
who concl uded as fol |l ows:

As a general rule, the firmwould prudently retain
exposures which could be expected to generate
reasonably predictable nunbers of clainms and relatively
stabl e and consi stent anobunts of total |oss, and seek
to transfer exposures with substantially | ower
predictability and greater volatility to an insurer
wlling to assune liability for such exposures at terns
acceptable to the firm Since * * * [petitioner], by
the nature of its operations, generates a very | arge
nunber of relatively honbgeneous units of exposure, the
predictability of expected | osses related to shippers
property in its custody is very high and year to year
variability is relatively limted. |Its self-insurance
program for handling clains for |oss of or damage to
shi ppers' property produced consistently profitable
results during the years 1979 through 1982 * * *,
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Anot her factor in determ ning whether a particul ar
transaction was a shamis the presence or absence of arm s-|length
price negotiations and the rel ationship between the price and

fair market value. See Helba v. Comm ssioner, 87 T.C. 983, 1005

(1986), supplenented by T.C. Meno. 1987-529, affd. 860 F.2d 1075

(3d Cir. 1988); see also Karne v. Conm ssioner, 73 T.C. 1163,

1186-1190 (1980), affd. 673 F.2d 1062 (9th G r. 1982). In
deci di ng such issues, courts often |ook to expert opinions. The
Court is not bound by the opinion of any expert, and we may
accept or reject in full or in part experts' opinions proffered

by the parties. See Helvering v. National Gocery Co., 304 U S

282, 294-295 (1938); Seagate Tech., Inc., & Consol. Subs. v.

Comm ssioner, 102 T.C 149, 186 (1994); Parker v. Conm Ssioner,

86 T.C. 547, 562 (1986). Both petitioner and respondent offered
the reports and testinony of various expert wi tnesses in an
effort to establish an arnmis-length price that petitioner could
have obtai ned for the coverage provided by NUF and OPL.

Respondent offered the expert report of M. Kelley for the
pur pose of proving that, within the insurance industry, the
arm s-length price that petitioner could have obtained for
coverage associated with petitioner's excess value activity would
have been substantially |l ess than 25 cents per $100 of excess

value. M. Kelley has in excess of 30 years of experience buying
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and providing insurance and reinsurance products. In his report,
M. Kelley stated:

The .25 per $100 of declared val ue charges used on the
NUF policy was apparently derived directly from=* * *
[petitioner's] tariff filing, and bore no reasonabl e
relationship to the rate that woul d have been devel oped
in a conpetitive marketplace for a conparabl e i nsurance
arrangenent transacted on an "armis | ength" basis.

* * *  For the period 1984 through 1989 total prem um
recei ved and | osses paid on the NUF policy anounted to
appr oxi mat el y $845, 000, 000 and $281, 000, 000,
respectively, for an overall loss ratio of 33%* * *,
There was little or no potential for late reported
clainms or significant adverse reserve devel opnent on
busi ness of this kind, so the nunbers reflected on
NUF' s prem um and | oss bordereaux may be treated as
final for the years involved.

In a conpetitive marketplace such results could never
be achieved. * * * it should be noted that the U S
property-casualty insurance industry has achieved a
conbined ratio (the sumof the loss ratio (incurred

| osses + earned premiun) plus the expense ratio
(expenses = witten premum of less than 100% i.e.,
produced an underwiting profit) in only three of the
past twenty years * * *,

It is also extrenely unlikely that any insurance broker
that permtted an insurer to generate such profits at
the expense of its client could expect to retain that
client for very long. 1In this instance, of course, the
profits were not retained by NUF, but flowed, as

i ntended, as ceded reinsurance prem uns back to OPL

M. Kelley logically concluded that the 25-cent price per $100 of
excess value set on the NUF policy was not an arm s-length price

t hat woul d have been agreed upon in a conpetitive nmarket.®

Simlarly, respondent's expert M. Mchael Cohen, an
i nsurance expert wi th extensive brokerage experience, agreed that
the 25 cents per $100 of excess value was too high. Referring to
(conti nued. ..)
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This conclusion is al so supported by conparing the 25-cent
price paid to NUF with the price that was offered by FFIC and
PIP. For nore than 15 years before 1983, FFIC, through a policy
sold by PIP, solicited and sold excess val ue coverage to
petitioner's shippers. Generally, PIP sold the excess val ue
coverage at a price of $0.125 per $100 of coverage. PIP retained
approximately 36 percent of the premumin 1983 and 34 percent in
1984. Thus, of the $0.125 per $100 of coverage, PIP retained
approxi mat el y $0.045 and $0. 0425 in 1983 and 1984,
respectively.® On the other hand, FFIC underwote the coverage
for approximately 8 cents® per $100 of coverage in 1983 and
$0.0825° in 1984. FFIC was able to realize a gross profit
margi n of 27 percent in 1983, based on an approxinate price of 8

cents per $100 of excess val ue coverage.> The FFIC/ PIP program

%0(...continued)
petitioner's loss ratios and declared revenues for 1981 through
1983, M. Cohen stated in his expert report:

In my experience spanning nore than thirty years |
cannot recall one case where the broker would offer the
i nsurer on behalf of his client a piece of business at
such an advant ageous rate. * * *

51The $0. 125 price tinmes 36 percent and 34 percent equals
$0. 045 and $0. 0425, respectively.

52$0. 125 | ess $0. 045 equal s $0. 08.
53$0. 125 | ess $0. 425 equal s ($0. 0825).

*Gross profit margin in this instance is defined as
(continued. ..)
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did not offer coverage to certain high-risk shippers.
Nevert hel ess, the coverage underwitten by FFIC was very simlar
to that which was purported to be provided by NUF and OPL and is
an indication that the price of the excess val ue coverage
provi ded by NUF and OPL was substantially nore than the price
petitioner could have obtained in arm s-1ength negotiations.

Respondent' s expert, Prof. Al an Shapiro, Ph.D., professor of
fi nance and busi ness econom cs, estinmated that $0.092 per $100 of
decl ared val ue in excess of $100 woul d have been an arm s-length
price for insurance covering petitioner's excess value activity.
Prof essor Shapiro based his analysis on the proposition that an
arm s-length price for OPL's excess val ue coverage woul d be one
that over time provided OPL with a fair return on its necessary
equity investnent.

In comng to his conclusion, Professor Shapiro conpared what
OPL's return on equity would have been had it been reinsuring the

EVC activity during the years 1979 through 1983 with that of

54(...continued)
prem uns mnus clains paid mnus conmm ssions.

Had petitioner's custoners paid $0.125 per $100 of
decl ared value (the sane as PIP charged), EVC revenues woul d have
been cut in half, but the gross profit percentage (one-half of
EVC s, less all clains paid, divided by one-half of EVC s) for
the years 1979 through 1989 woul d have been 37 percent. One-half
of EVC revenue for 1979 through 1989 is $622,678, 544 | ess act ual
clains paid of $393, 153,605 equals gross profit of $229, 524, 939.
Gross profit of $229,524,939 divided by $622,678, 544 equals a
gross profit percentage of 37 percent.
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ot her nmenbers of the insurance sector OPL woul d have operated in.
Prof essor Shapiro's report contained the followi ng chart, which

i ncl udes Val ue Line®® statistics regarding return on equity in
each year for 22 property/casualty insurers and diversified

I nNsurance conpani es:

1979 1980 1981 1982 1983 Mean
Mean Val ue Line ROE 23.5% 20.4% 20.5% 13.8% 11.8% 18.0%

Esti nat ed Val ue 18.5 20.0 22.5 19.2 17.1 19.5
Li ne k!

M ni mum Val ue Li ne 12. 4 8.3 9.7 0.1 0.1 6.1
RCE

Maxi mum Val ue Li ne 39.6 40.0 42. 3 26.6 27.1 35.1
RCE

OPL's estinmated ROE 172.9 170.1 182.3 174.1 168.6 173.6
($0. 25 charge)

OPL's estinmated ROE 15. 7 15.8 15.2 13.5 12. 8 14. 6
($0. 092 charge)

Estimated OPL k. 13.7 15.2 17.7 14. 3 12.3 14.6
Val ue Li ne sanple 22.0 22.0 22.0 22.0 22.0
si ze

"k," is the estinmated year-by-year cost of equity capital.
Pr of essor Shapiro concluded that had OPL been in existence during
t he periods preceding 1984 and had it charged a fee of 25 cents
(i nstead of $0.092) per $100 in excess value coverage, it would

have earned huge persistent returns and that "OPL's ROE woul d

¢ Value Line is a publication widely used as a source of
fi nanci al data.
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have been over four tinmes as |arge as the highest return earned
by any of the Value Line conpanies in any year, and its average
RCE of 173.6 percent woul d have been al nost 10 tines the average
ROE of 18.0 percent earned by the Val ue Line conpanies."”
Respondent al so offered the expert report of M. Frederick
Ki | bourne, an actuary, for his opinion regarding an arm s-1length
prem um for the coverage associated with petitioner's excess
value activity. In conputing the premumrate, M. Kilbourne

anal yzed the follow ng prem um el enents:

1. Losses (paynents to cl ai nants)

2. Cl ai m expenses

3. O her expenses (commi ssions, taxes, etc)

4. | nvest nent i ncone

5. Ri sk charge (provision for profit and catastrophes)

M. Kilbourne determ ned on an actuarial basis the follow ng

rates per premumelenent (in cents per $100 of coverage):

1. Losses 7.5¢
2. Cl ai s expenses 0.0
3. O her expenses 0.4
4. Ri sk charge 0.4
5. | nvest ment i ncone -.2

Tot al 8.1¢

Additionally, M. Kilbourne concluded that if claimexpenses were

to be covered within the premumrate, as is customary in the
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i ndustry, the needed rate would increase from8.1 cents to about
8.6 cents.

Respondent's expert Dr. Bl aine Nye, an insurance economn st,
explained in his expert report that an insurance conpany woul d
price a policy by calculating the expected | osses and expenses
and addi ng an underwriting profit margin. Dr. Nye used the
capital asset pricing nodel to derive an underwiting profit for
petitioner's excess value activity. Dr. Nye concluded that the
arm s-length price of an insurance arrangenent providing coverage
on the liability to shippers declaring values in excess of $100
to be 32 percent of declared value revenues. Thus, according to
Dr. Nye, petitioner would have paid a price of approxinately 8
cents (32 percent of 25 cents) per $100 of coverage to insure its
excess value activity liability.

One of the experts presented by petitioner at trial
inplicitly acknow edged that petitioner could have negotiated a
| ower arm s-length price for the coverage provided by NUF and
OPL. Petitioner presented Dr. Neil Doherty as an expert in the
econom cs of insurance. On cross-exam nation, Dr. Doherty
responded as foll ows:

Q From purely insurance pricing perspective,

woul d you agree that if Overseas Partners, Limted, was

entirely unrelated to UPS, had no common sharehol ders,

no common of ficers, no comon board of directors, that

this transacti on would have made little sense from
UPS' s perspective?
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A Everything else in the transaction was the
sanme except that the ownership of OPL was different, it
was totally unrel ated?

Q And from an insurance pricing perspective,
the question is whether that -- the transaction would
make sense from UPS' s perspective.

A That's a little difficult to answer. It
woul d be very strange to think if UPS had the
opportunity to sell insurance, either directly or

indirectly, at the prices which were prevailing in that

mar ket pl ace at that tinme, it would be a rather strange

busi ness decision to basically give off that profit to

an out si der.

As previously explained, in 1984 the EVC s billed by
petitioner were $99, 794, 789. 67 and clains paid were
$22,084,011.93. Thus, clains paid in 1984 represented
approxi mately 22 percent of the total EVC s billed.® ddains
paid during the years 1979 through 1983 represented approxi mately
28.6 percent of the total EVC s billed during those years. After
carefully considering the entire record, including the expert
reports offered by both petitioner and respondent, we are
persuaded that the price of 25 cents per $100 of excess val ue

l[iability paid to NUF pursuant to the Shippers Interest contract

that petitioner and NUF agreed to was not a result of arm s-

57 $22,084, 011. 93 divided by $99, 794, 789. 67 equal s
approxi mately 22 percent. Wen clains are added to fronting
expenses of $1, 000,000 and taxes and board and bureau charges of
$4,091,586 for 1984, the clains and fees increase to
$27,175,597.93, and the ratio increases from 22 percent to
approxi mately 27 percent. $22,084,011.93 plus $1, 000, 000 pl us
$4, 091, 586 equal s $27, 175, 597. 93.
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| ength negotiations and that the price of 25 cents per $100 was
far in excess of the price that could have been negoti ated by
petitioner. This is another indication to us that petitioner's
arrangenment with NUF and OPL was a sham

Finally, unlike petitioner's purported business reasons for
its arrangenment with NUF and OPL, there is contenporaneous
docunentation to establish that petitioner seriously considered
and was notivated by the reduction of Federal inconme tax that
woul d occur by transferring excess value incone to OPL. In July
1982, petitioner's tax manager and anot her enpl oyee prepared a
menmorandumto M. Dani el ewski concerning tax and ot her
i nplications of the insurance business. The nmenorandum was
pronpted by a neeting at which petitioner's EVC program was
di scussed. I n Septenber 1982, Hall prepared a nmenorandum
regarding the feasibility of creating a United Parcel Service
| nsurance Subsidiary. Throughout the nenorandum Hall noted that
there were a nunber of tax benefits if an offshore insurance
conpany were to be created. The tax benefits were stated to be
approximately $24 nmillion.

In summary, the report states:

It has been the purpose of this brief prelimnary

report to consider in sonme detail the i medi ate

potential available to [petitioner] in maxim zing the

profit potential in the declared val ue protection which

you are currently providing shippers and also to

acquai nt you with some of the basic issues involved in
a captive operating in either a traditional role or
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within the context of the declared value programas an

i nsurance subsidiary.

It appears obvious to us that the conversion of the

decl ared value programto an insured basis utilizing an

of fshore insurer and F.1.R S.T. will increase the

profits generated by this program by approxi mately

$24,000,000. It is also obvious that there are many

conpl ex issues involved in this conversi on which shoul d

be consi dered by counsel .

The potential increase in after-tax profits appears to be totally
dependent on projected savings in Federal incone tax.

In March 1983, Hall prepared a nmenorandum that contained a
description of the tax benefits if petitioner used the
alternative structure for the excess value program The
menor andum i ndi cated that the projected tax benefit to petitioner
was $16,077,500 for the first year. Hall arrived at this anount
by cal culating the benefit to petitioner to be equal to the
elimnation of incone tax on petitioner's expected EVC i ncone,
|l ess the fronting fees, prem umtaxes, Federal excise taxes, and
cedi ng comm ssion. Thus, the docunents generated by Hall portray
the tax results of creating a Bernuda insurance conpany as the
focus for inproving the economc result of the transaction. The
menor andum stated that the projection of tax savings prepared by
Hall was to be submtted to petitioner's senior nanagenment by M.
Dani el ewski .

Petitioner subsequently postponed its decision to go forward

with the proposed EVC activity structure because of tax
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considerations. NUF had prepared a binder for the Shippers
Interest contract to becone effective as of August 8, 1983. On
the same day the contract was to becone effective, M. Corde sent
a telex to M. Snetana indicating that petitioner postponed the
finalization of the Shippers Interest programto allow for
petitioner's review and eval uation of pending tax |egislation.
In April 1984, after restructuring its EVC activities, petitioner
rel eased a report to shareholders in which petitioner indicated
t hat because OPL was organi zed as a Bernuda corporation doing no
business in the United States, OPL's earnings were not expected
to be subject to U S. Federal or State taxes on incone.

The cont enporaneous docunentati on prepared by petitioner and
Hal | regarding the plan to restructure the excess value activity
enphasi zed the resulting tax benefits to petitioner. Petitioner
produced no docunentation, such as corporate m nutes, that was
prepared during the period in which petitioner was considering or
executing its EVC restructuring that indicates that petitioner
had notives other than tax reduction.

Petitioner has failed to prove that the restructuring of its
EVC activity was notivated by nontax business reasons or that the
restructuring had econom c substance. Rather, we find that the
restructuring was done for the purpose of avoiding taxes and that

t he arrangenent between petitioner, NUF, and OPL had no econom c
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subst ance or business purpose.® Petitioner controlled and
performed all activities and functions that resulted in EVC
revenue. The EVC profits that were transferred to OPL for the
benefit of petitioner's and OPL's sharehol ders were the fruition
of petitioner's EVC activity. OPL provided nothing of value to
petitioner. The purpose of the arrangenent with NUF and OPL was
to confer tax-free benefits on petitioner's and OPL's

sharehol ders. Cbviously, petitioner is not entitled to any
deductions for profits transferred to OPL. As a result,
petitioner must include EVC revenue in incone for 1984 and is

liable for tax on the resulting profits.?®°

In arriving at our finding, we recognize that sone of
petitioner's witnesses testified that they considered State
i nsurance regul ati on and ot her nontax considerations to be
reasons for restructuring petitioner's EVC program W have
fully considered that testinony, the deneanor of the w tnesses,
and the statenents they nmade before trial (in both
cont enpor aneous docunments and interviews) in addition to the
aforenentioned matters discussed in the text. |In the final
anal ysis, we do not believe that nontax business considerations
were the reasons that notivated petitioner.

Because we have held that petitioner's arrangenent with
NUF and OPL was an assi gnnment of income and a sham we do not
reach the issue of whether an allocation nust be nade under sec.
482 or 845. Petitioner makes no argunent that a sec. 482
anal ysis shoul d be preferred over an assignnent of incone
anal ysis. Nevertheless, we are aware that several court opinions
appear to have expressed a general preference for application of
a sec. 482 analysis over the assignnent of incone analysis. W
bel i eve those opinions are distinguishable because the facts in
the instant case are both "nore extrene" and "heavily freighted
with tax notives". Cf. Foglesong v. Conm ssioner, 621 F.2d 865
(7th CGr. 1980), revg. and remanding T.C. Meno. 1976-294; Rubin

(conti nued. ..)
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1. Section 162 Deducti ons

Having held that petitioner's restructuring of its excess
val ue activity constituted a shamtransaction that had no
econom c effect, we are presented with the question of whether
petitioner is entitled to deduct the anounts retained by NUF
The amounts retai ned consisted of NUF's "conmi ssion"” of $1
mllion plus all owances for various costs.

Section 162 allows as a deduction all ordinary and necessary
expenses paid or incurred during the taxable year in carrying on
any trade or business. See sec. 162(a). However, expenses
incurred in furtherance of a shamtransaction are not deductible.
As stated by the Court of Appeals for the Eleventh Circuit in

Ki rchman v. Conm ssioner, 862 F.2d at 1490:

The sham transaction doctrine requires courts and
t he Conmm ssioner to | ook beyond the formof a
transaction and to determ ne whether its substance is
of such a nature that expenses or |losses incurred in
connection with it are deductible under an applicable
section of the Internal Revenue Code. If a
transaction's formconplies wth the Code's
requi renents for deductibility, but the transaction
| acks the factual or econom c substance that form
represents, then expenses or |osses incurred in
connection wth the transaction are not deducti bl e.

The Court of Appeals for the Second Circuit recently addressed a

simlar issue with respect to interest deductions under section

(... continued)
v. Conmm ssioner, 429 F.2d 650 (2d Cr. 1970), revg. and remandi ng
51 T.C. 251 (1968).
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163. In Lee v. Comm ssioner, 155 F.3d 584 (2d G r. 1998), affg.

in part and remanding in part on another ground T.C Meno. 1997-
172, the taxpayers had entered into a shaminvestnent transaction
solely for the purpose of claimng tax deductions. See id. at
586. The taxpayers argued that interest arising from
economcally enpty transactions may still be deducted so | ong as
the debt itself has econom ¢ substance. The Court of Appeals for
the Second Circuit declined to accept the taxpayers' argunment and
held that in order for an interest deduction to be valid under
section 163, the underlying transacti on nust have econonic

substance. See id. at 587. In Brown v. Conmi ssioner, 85 T.C.

968 (1985), affd. sub nom Sochin v. Conm ssioner, 843 F.2d 351

(9th Gr. 1988), we held that deductions clainmed by the taxpayers
were not all owabl e because they were connected to sham
transacti ons.

We have found that petitioner's restructuring of its EVC
activity was a sham set up to reduce tax. Follow ng the

reasoning in cases such as Kirchman v. Conm ssioner, supra; Lee

V. Conm ssioner, supra; and Brown v. Conm ssioner, supra, we hold

that the anmounts retained by NUF are not deducti bl e.

[11. Liberty Transaction

Respondent di sall owed deductions taken by petitioner for
prem uns paid to Liberty Mutual Fire for California workers

conpensati on and enployers' liability insurance coverage.
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In 1983, petitioner notified the State of California of its
intention to termnate its self-insurance programfor workers
conpensation, and the State acknow edged petitioner's intention.
Petitioner conplied with State regul ations and received State
approval to termnate its self-insurance activity. Petitioner's
future obligations for 1984 under California' s workers
conpensati on were covered by the Liberty Mitual policy. Liberty
Mut ual entered into a reinsurance agreenment with OPL wherein OPL
reinsured Liberty Miutual's exposure for clainms not exceeding
$250, 000 for any one accident. There is no question that the
Li berty Mutual policy was a valid policy that satisfied
petitioner's workers' conpensation responsibilities.

In cal cul ating taxabl e i ncone, section 162(a) permts the
deduction fromgross incone of all ordinary and necessary
expenses incurred in carrying on a business. Prem uns for
i nsurance, including those for workers' conpensation cover age,
are deducti bl e busi ness expenses. See sec. 1.162-1(a), |ncone
Tax Regs. The insuring taxpayer deducts the anmounts paid as
prem uns but, of course, cannot deduct covered clai ns because the

source of the paynents is the insurance carrier. See (d ougherty

Packing Co. v. Conm ssioner, 811 F.2d 1297, 1300 (9th Cr. 1987),

affg. 84 T.C. 948 (1985).
In lieu of purchasing insurance, one may elect to self-

insure, paying off clains as they arise or setting aside fixed
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suns into a reserve account to pay off intermttent | osses. See
id. Wile insurance prem uns are deductible, anounts placed into

sel f-insurance reserves are not. See id.; Steere Tank Lines,

Inc. v. United States, 577 F.2d 279, 280 (5th Gr. 1978); Spring

Canyon Coal Co. v. Conmm ssioner, 43 F.2d 78, 80 (10th Cr. 1930),

affg. 13 B.T. A 189 (1928). Instead, the self-insuring taxpayer
must wait until |osses actually occur, at which tinme the reserve
funds actually paid out may be expensed and deducted from gross

i ncone. See dougherty Packing Co. v. Conmni SSioner, supra.

Nei t her the Code nor the regul ations provides a definition
of insurance. The accepted definition for purposes of Federal

i ncone taxation dates back to Helvering v. Le Gerse, 312 U S

531, 539 (1941), in which the Suprene Court stated that
"Historically and comonly insurance involves risk-shifting and
risk-distributing.” Shifting risk entails the transfer of the

i npact of a potential loss fromthe insured to the insurer. See

G ougherty Packing Co. v. Conm Ssioner, supra.

Respondent concedes that the Liberty Mitual policy is a
valid insurance contract which operates to shift the insurance
risk frompetitioner to Liberty Mutual wth respect to | osses in
excess of $250,000. Respondent seeks to segregate the "prem uns"
related to the liability in excess of $250,000 fromthe anmounts
paid to Liberty Miutual for liability bel ow $250,000. Respondent

argues that anmpunts paid to Liberty Mutual under the workers'
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conpensation insurance policy related to liability for clains
bel ow $250, 000 are not deductible as prem uns.

Respondent does not argue that the terns of the controlling
docunents are insufficient to constitute insurance or that the
contractual ternms of Liberty Miutual's reinsurance with OPL negate
t he exi stence of insurance. Rather, respondent argues that
al t hough petitioner had a formal insurance agreenent with Liberty
Mutual , "in practice" petitioner and Liberty Mitual disregarded
the transactional docunments in subsequent years and all owed OPL,

t hrough Liberty Miutual, to collect an increased prem um when

| osses increased in subsequent years. There is no evidence that
this alleged "practice" in later years was part of any agreenent
in 1984.

Pursuant to the workers' conpensation arrangenent, Liberty
Mut ual accepted a neasurabl e degree of risk in entering the
i nsurance contract with petitioner.® Apparently, respondent's
only conplaint is that in the 10 years after the year in issue,
petitioner paid Liberty Mitual additional anmpbunts as prem uns

(based on | oss experience) that it was not required to pay under

%°Respondent questions the validity of $11, 151,675 of a
total payment to Liberty Miutual of $14, 241, 915.

61Li berty Mutual was also required to investigate and adj ust
all clainms made under the policy. Consequently, petitioner
avoi ded the costs inherent in admnistrating its own self-
i nsurance program and avoi ded the regul atory requi renents of that
activity.
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the terns of the policy and that these anounts were passed on to
OPL. If that is so, respondent can no doubt question the
deductibility of those paynents in subsequent years. But there
appears to be no question that the prem um paynents to Liberty
Mutual in 1984 were required by the policy, the policy was valid,
and by the witten ternms of the policy risk was shifted. W
reject respondent's argunent that premuns paid in 1984 were not
deducti bl e by petitioner.

V. Additions to Tax

Respondent determ ned that petitioner is liable for
additions to tax for negligence under section 6653(a)(1) and (2)
for 1984. Section 6653(a)(1) inposes a 5-percent addition to tax
if any part of any underpaynent of tax required to be shown on a
return is due to negligence or intentional disregard of rules or
regul ations. Section 6653(a)(2) provides for a separate addition
to tax equal to 50 percent of the interest payable on the portion
of the underpaynent attributable to negligence or intentional
disregard of rules or regulations. Respondent's determnation is
presuned correct, and petitioner bears the burden of proving

ot herwi se. See Rule 142(a); Bixby v. Conm ssioner, 58 T.C 757,

791-792 (1972).
Negl i gence within the nmeaning of section 6653(a) has been

defined as the failure to do what a reasonable and ordinarily
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prudent person would do under the circunstances. See Neely V.

Conmm ssioner, 85 T.C. 934, 947 (1985).

Wth respect to the restructuring of the excess val ue
i ncone, we have found that petitioner engaged in ongoing sham
transacti ons devoi d of econom c substance during the year at
issue. Petitioner is a sophisticated taxpayer. The primary
thrust of petitioner's argunment was that it had valid business
purposes for restructuring its EVC activities. W have not
accepted this explanation. On the basis of the record as
descri bed above, we reject any contention that petitioner had a
reasonabl e basis for the positions taken on the returns. W,
therefore, sustain respondent's determ nation under section
6653(a)(1). W further sustain respondent's determ nati on under
section 6653(a)(2) with regard to that portion of the
under paynent of tax that is attributable to the excess val ue
char ges.

Respondent al so determ ned that petitioner is liable for an
addition to tax for 1984 under section 6661. Section 6661(a)
provides for an addition to tax equal to 25 percent of the anmount
of the underpaynent attributable to a substantial understatenent

of incone tax. See Pallottini v. Conmm ssioner, 90 T.C 498, 503

(1988). In the case of a corporation, other than an S
corporation or personal holding conpany, an understatenent is

substantial if it exceeds the greater of $10,000 or 10 percent of
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the tax required to be shown on the return. See sec.
6661(b) (1) (A and (B). The anmount of the understatenent may be
reduced under section 6661(b)(2)(B) for anounts adequately

di scl osed or supported by substantial authority. Respondent's
determ nation of the addition to tax is presuned correct, and
petitioner bears the burden of proving otherwi se. See Rule

142(a); Hall v. Conm ssioner, 729 F.2d 632, 635 (9th Gr. 1984),

affg. T.C. Meno. 1982-337.

The authority cited by petitioner on brief does not support
its position with respect to its excess value activity. W
sustain respondent’'s determ nation with respect to the
understatenent related to the excess value activity.

Respondent al so determ ned that petitioner is |liable for
i ncreased interest under section 6621(c)® for 1984 on the
portion of the deficiency attributable to EVC s. Section 6621(c)
provides for an interest rate of 120 percent of the adjusted rate
est abl i shed under section 6621(b) on substantial underpaynents
t hat exceed $1,000 and are attributable to "tax notivated

transacti ons".

52The Tax Reform Act of 1986, Pub. L. 99-514, sec. 1535, 100
Stat. 2750, anmended sec. 6621 to include sham or fraudul ent
transactions in the list of "tax notivated transactions" set
forth in sec. 6621(c)(3). The anendnment applies (1) to any
under paynment with respect to which there was not a final court
deci sion before the enactnent of the act (i.e., Cct. 22, 1986),
and (2) to interest accruing after Dec. 31, 1984. See Price v.
Conmm ssioner, 88 T.C. 860, 888 (1987).
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Tax-notivated transactions include "any sham or fraudul ent
transaction." Sec. 6621(c)(3)(A(v).® W have held that with
respect to the restructuring of the excess value activity,
petitioner engaged in shamtransactions |acking in economc
substance. On the basis of the findings set forth herein, and
the fact that the underpaynment of tax will exceed $1,000 in 1984,
section 6621(c) is applicable to the underpaynent attributable to
t hose transactions that we have found to be shans. See Price v.

Conm ssioner, 88 T.C. 860, 888-889 (1987).

Decision will be entered

under Rul e 155.

63See supra note 62.



